
GAO 
United States General Accounting Office 

Report to the Chairman, Subcommittee on - 
Conservation, Credit, and Rural 
Development, Committee on Agriculture, 
House of Representatives 

April 1987 FARM CREDIT 

Actions Needed on 
Major Management 
Issues 

/s m-s 
GAO/GGD437-61 





GAO United States 
General Accounting Office 
Washington, D.C. 20648 

Comptroller General 
of the United States 
5220607 

April 1,1987 

The Honorable Ed Jones 
Chairman, Subcommittee on Conservation, 

Credit, and Rural Development 
Committee on Agriculture 
House of Representatives 

Dear Mr. Chairman: 

Your April 24, 1986, letter asked us to provide an overview of the 
important issues confronting the Farm Credit System, whrch holds 
almost one-third of the nation’s agricultural debt. The System has been 
experiencing severe financial difficulties due to adverse economic fac- 
tors and poor management practices and decisions. Considerable debate 
exists on how to stabilize the System’s rapidly deteriorating fiscal c&d& 
tion and resolve its perplexing problems. Various proposals are under 
active deliberation. 

Understanding the management problems that contributed to the cur- 
rent situation is essential to making informed decisions on how to best 
deal with the System’s dilemma. This report describes management and 
structural causes of the System’s problems and explains how cntlcal 
System management processes work. The report also highlights the 
major management challenges that must be addressed in reaching an 
effective solution. 

While understanding the System’s management problems is essential, 
many other economic and policy considerations are involved in reaching 
a decision on its future. As a result, this report does not offer a recom- 
mended course of actlon. At your request, we are currently analyzing 
alternative proposals for dealing with the System’s problems and ~111 
present the results of these analyses in the near future. 

Causes of the System’s The System continues to expenence severe fiscal stress. As discussed in 

Distress 
our latest report,’ the quality of its loan portfolio deteriorated signifi- 
cantly during 1985 and its surplus declmed by almost half. The System 
has announced that it incurred an operatmg loss of over $1.9 billion as 

‘Farm Credit System Analysis of Fmar~c~al Con&bon (GAO/GGD-%-KOBR, Sept 18, 1986) 
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of December 31,1986, and its independent accountants will issue a qua 
ified opinion on the 1986 combined financial statements. The System 
and its regulator, the Farm Credit Administration (FCA), generally agree 
that the System’s problems will continue. 

Various external economic factors and internal management practices 
have contributed to the System’s financial stress. To a large extent, its 
problems are a result of a combination of poor management, the deter-k 
ration of the agricultural economy, and the increased volatility of 
interest rates that occurred following the shift m monetary control phi 
losophy by the Federal Reserve in 1979. The System will be severely 
challenged to overcome poor management of its lending and funding 
operations, weaknesses in the System’s organizational structure, and 
inefficiencies in its operations while at the same time fulfilling its con- 
gressional mandate to provide credit on reasonable terms to the nation’ 
farmers. 

The changing fortunes of the agricultural economy have significantly 
affected the System’s financial viability. In the 1970’s, as export mar- 
kets expanded rapidly, the increased worldwide demand for agricultur 
products pushed up commodity prices, land values, and farm income. 
Supported by a positive outlook for income and the rapid increase in 
land values, farmers borrowed heavily to expand their operations. 

Two other factors contributed to the expansion of System loan volume< 
First, a 1971 legislative change in the Farm Credit Act liberalizing colla 
eral requirements allowed System banks to make loans equal to a high6 
percentage of the value of farm land. Second, System management 
actively pursued an increasing share of the market by offering vanablc 
rate loans priced below the lending rates charged by competitors. The 
variable rates were periodically increased during the 1970’s and early 
1980’s to reflect rising interest rates but still generally remained below 
those offered by competitors. As a result, farmers borrowed heavily 
from System banks. 

In the early 1980’s international demand for US. agricultural products 
declined significantly, leading to a drop in commodity prices, farm 
income, and land values. As a result, many farmers lacked either the 
cash necessary to repay their loans or sufficient collateral to refinance 
them. On many loans, collateral became marginal or insufficient, leads 
to a significant deterioration in the quality of the System’s loan 
portfolio. 
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In addition, market interest rates-which had been rising since 1977- 
declined sharply in the early 1980’s. By the beginning of 1985, rates 
charged by competitors had fallen below the System’s lending rates, a 
condition that continues. Some System banks are constrained from low- 
ermg their lending rates because of their high debt costs. Consequently, 
some creditworthy borrowers have left the System, leaving its loan port- 
folio increasingly comprised of borrowers whose credit is not sufficient 
to qualify for competitors’ lower interest rates. 

As its loan portfoho deteriorates, the System must, to follow generally 
accepted accounting principles, maintain a large allowance for potential 
bad debts. This caused operating losses and a reduction m accumulated 
surplus starting in 1985. For example, the System recorded expenses of 
almost $3 billion and $1.8 billion in 1985 and 1986, respectively, to 
increase its allowance for loan losses, thus endmg 1985 with a record 
loss of about $2.7 billion and 1986 with a loss of $1.9 billion. _ 

At the same time economic influences were adversely affecting the 
System’s fiscal posture, System bank management made a series of deci- 
sions which also contributed to the problems. These decisions, which 
were made against the backdrop of optimistic economic expectations 
that later failed to materialize, set the System on a path toward high- 
risk funding and lending policies. Moreover, the System’s decentralized 
organizational structure made it difficult to adJust its policies m a rap- 
idly changing environment and to confront emerging Systemwide man- 
agement problems. Examples of these management decisions follow* 

l In the 1970’s, System banks, with U’S concurrence, aggressively sought 
to increase loan volume by using average costing to price their variable- 
rate loans at interest rates welI below competitors’ rates. The System 
funded its growing loan volume in part by issuing fixed-rate noncallable 
term debt carrying maturities substantially longer than those of its 
loans. As interest rates rose, this practice continued and by the early 
1980’s, the System had a substantial amount of debt carrying high (up 
to 17 0 percent) interest rates. In the mid-1980’s, after market interest 
rates had dropped, System banks’ high average debt costs prevented 
them from lending at competitive rates to their better quality customers. 
System officials said that as rates from other lenders declined, bor- 
rowers who could refinance elsewhere did so. The System still needs to 
service the outstanding debt, despite the loss of borrowers on whose 
behalf it had been issued. 

l The decision to issue noncallable term debt, together urlth the decision to 
offer variable-rate loans with no prepayment penalty, also resulted in a 
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mismatch between the maturities of assets and liabilities. Had the 
System more closely matched the frequency with which its debt and 
loans are repriced, we estimate that the System’s interest expenses 
during 1985 and 1986 would have been reduced by $3.4 billion. 
System management did not correct recognized weaknesses in their 
credit operations, In some districts, credit specialists found an environ- 
ment that promoted loan volume rather than loan quality. 
Until 1985, the System neither consolidated its financial statements nor 
acted on advice to hire an independent auditor. This may have pre- 
vented a clear picture of the System’s fiscal stress from emerging earlie 
than it did. 
Fearing the loss of local control, System management has resisted sev- 
eral internal and external proposals for increasing management central 
zation and authority As a result, although all System banks are jointly 
and severally liable for consolidated debt of about $60 billion, the 
System’s current structure inhibits management’s ability to develop 
effective solutions to Systemwide problems and to ensure thaTindi- 
vidual banks and associations operate under sound business practices. 

As discussed in the following sections, overcoming these problems repro 
sents a serious chaIlenge to System managers and policymakers. The 
System’s four major management challenges are: 

developing an organizational structure that establishes management 
accountability and responsibility for Systemwide actions, 
lending at competitive interest rates while generating sufficient income 
to arrest the financial deterioration of the System, 
creating an effective credit management process, and 
retaining investor and borrower support. 

While System management has proposed a number of initiatives to cor- 
rect these weaknesses, their ability to implement these proposals effec- 
tively is SubJect to serious question under the current organizational 
arrangement. 

Managing 
Organizational Change 

The System is a complex organizational structure which historically ha 
emphasized decentralized decisionmaking, accountability, and author-it, 
As discussed more fully in section 1, the System is at once a single entit 
(its banks are jointly and severally liable for consolidated Systemwide 
debt of about $60 billion) and hundreds of individual entities. It com- 
prises 37 individual banks (three legally distinct banking systems-Fee 
eral Land Banks, Federal Intermediate Credit Banks, and Banks for 
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Cooperatives -operating in each of 12 autonomous districts and a Cen- 
tral Bank for Cooperatives), over 400 associations, and numerous coor- 
dinating organizations and committees. 

Recently, the System’s structure has been moving toward increased con- 
solidation. This trend has been accentuated by efforts to cope with its 
fiscal dilemma. From 1983 through 1985, the System consolidated man- 
agement at district levels. Between May 1985 and June 1986, it consoli- 
dated 45 percent of its local lending operations. These changes represent 
an attempt to make the System’s structure more efficient and responsive 
to Systemwide needs. 

However, no one System organization is accountable for critical manage- 
ment decisions or has the authority to ensure compliance with Sys- 
temwide standards. The System has considered but not adopted various 
reorganization proposals involving greater centralized management-ad 
authority. Resistance to these initiatives has centered around concerns 
over the loss of local control. 

The Farm Credit Amendments Act of 1985, Rub. L. No. 99-205, installed 
the Farm Credit System Capital Corporation m the key but limited man- 
agement role of channeling financial assistance from relatively strong 
System institutions to those experiencing difficulty. However, several 
district banks and profitable local operations challenged in court the 
requirement that they subsidize unprofitable ones over which they have 
no control. In some instances, the courts have upheld the challenges. 
Consequently, the Capital Corporation has been enjoined from collecting 
assessments from those institutions for the purpose of mtrasystem 
financial assistance. 

While the appropriateness of the System’s organizational structure may 
be a longer term issue, the System’s senior management has considered a 
number of initiatives to reorganize the System. These initiatives repre- 
sent an attempt to strengthen and focus managerial accountability for 
Systemwide actions. However, as of March 1,1987, the System’s man- 
agement had failed to agree on any of these proposals. 

Managing Interest 
Rates 

One critical challenge facmg the System is determining appropriate 
lending rates. Ideally, rates should be competitive enough to retain the 
System’s creditworthy borrowers and attract others, yet be high enough 
to generate sufficient income to cover its costs, including providing 
reserves for potential loan losses using generally accepted accounting 
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principles. At present, some rates are believed to be noncompetitive and 
System officials have said that some creditworthy borrowers are 
leaving. 

The Farm Credit Act of 1971 provides that System banks base their 
lending rates on the cost of debt, necessary reserves and expenses, and 
member/borrower services. In general, System banks price their loans 
based on the average cost of their outstanding debt. That is, System loa 
rates are based mostly on past, not current costs. However, this pricing 
method runs counter to commercial bank loan pricing practices of basin 
loan rates largely on the current cost of funds. 

During the 1970’s and early 1980’s, a period of generally rising interest 
rates, the System’s method of pricing its loans allowed its banks to earn 
a profit while providing borrowers with interest rates lower than those 
offered by competitors, Most of the System’s loans are made on a vari- 
able-rate basis. Loan rates were increased during this period t< reflect 
rising interest rates, but generally remained lower than competitors’ 
rates. 

The System obtains the funds it loans to farmers by periodically selling 
securities to the investing public. During the 1970’s, the System finance 
its expanding loan volume in part by issuing long-term fixed-rate non- 
callable securities. These actions increased the System’s exposure to 
losses in a volatile interest rate environment by increasing the 
probability that its lending rates would be higher than those offered by 
competitors if interest rates fell. 

As market interest rates began declining m the 1980’s, the System foun 
itself locked into relatively expensive sources of funds. To remain com- 
petitive with other lending institutions, the System needed to lower its 
lending rates. It was unable to fully do so, however, because in many 
instances (especially with the land banks) its average cost of debt 
exceeded the current cost of debt. Thus, the System was generally 
unable to pass the lower current borrowing costs to its borrowers and, 
saddled with high debt costs, it mcurred even larger operating losses. 

The System faces a loan pncmg dilemma. Unless the System lowers its 
lending rates below its average cost of debt, it may be unable to compet 
for the financially sound borrowers needed to provide a reliable income 
base. If it lowers its lending rates below cost, however, the System will 
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mcur even bigger losses. And it is rapidly depletmg the surplus gener- 
ated from prior profits. At December 31, 1986, its surplus was less than 
$1.5 billion, down about $4.7 billion in 2 years. 

The effects of using average rather than current debt costs to set 
lending rates were heightened by the inadequate matching of the fre- 
quency with which the System repriced its assets and liabilities. The 
System is funded with fixed-rate debt having substantially fewer 
repricing opportunities than its variable-rate loans. Loans can be 
repriced monthly, while the average repricing opportunity of System 
debt (as of August 29,1986) was 2.1 years. The System thus has 
exposed itself to a significant interest rate risk because, for competitive 
reasons, it has not been able to pass all of its historical borrowing costs 
on to its borrowers. 

The System needs to better match the maturities of its assets and liabili- 
ties. When it makes variable-rate loans, it must ensure that the borrow- 
ings to fund those loans can be repriced at roughly the same frequency 
as the rates charged on the loans. When it loans long on a fixed-rate 
basis, it should borrow long with fixed-rate bonds and impose prepay- 
ment penalties on the loans. We would support an appropriate asset/ 
liability management program that matched as closely as possible the 
frequency with which the System reprices its assets and liabilities. In 
our most recent report (GAO/GGD-86-15OBR), we recommended that FCA 
direct the System banks to collectively develop and implement a plan to 
reduce interest rate exposure. 

System management is aware of the need for, and has drafted guidelines 
on, managing interest rate risk. The draft guidelines, however, still leave 
complete control over liability choices with the banks. In addition, the 
guidelines take no account of the possibility that interest rate risk could 
be managed and coordinated on a Systemwide basis, given the varying 
risk exposures among different System institutions. While the System 
has traditionally maintained autonomous bank structures, greater cen- 
tralized oversight and accountability may be necessary to ensure that 
Merest rate risk is successfully managed. 

To cover the System’s operating costs-about 10 percent of total 
expenditures- banks add over l-1/2 percent to their lending rates. In 
1985, operating costs for the entire System totaled $882 million, an 
increase of $262 million, or 42 percent, over the System’s 1981 total. 
Over the same period, the cost of living (as measured by the Consumer 
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Price Index) rose 18 percent. System salaries and benefits, which consti- 
tute about 60 percent of total operating costs, grew from $387 million in 
1981 to $534 million in 1985. This growth was due in part to the addi- 
tion of employees, including staff needed to service troubled debt. 
Another maJor cost item was occupancy expense, which increased from 
$52 to $87 million (67 percent) over the same period, due in part to new 
construction. For example, from 1980 to 1985 five districts, FCA, and the 
Central Bank for Cooperatives constructed new facihties. Finally, the 
System spent $55 million m 1985 on commumcations and data 
processing, up from $38 million m 1981. 

System and FCA management have said that certain operating costs are 
excessive and should be substantially reduced, primarily by eliminating 
excessive and duplicative costs resulting from the System’s decentral- 
ized organizational structure. In particular, officials believe costs can be 
reduced by increased data processing standardization, greater-eentrah- 
zatlon of some admuustrative functions, and reductions m staff. If fully 
Implemented, the System’s reorganization proposals are proJected to 
save about $360 million per year 

For the years 1987 to 1989, each System district is to adopt an “oper- 
ating cost target,” which is designed to “achieve a competitive system 
total operating cost relative to total system volume.” However, each dis- 
trict will determine what is a competitive operating cost for its opera- 
tions. District-directed operating cost strategies generally have not 
resulted in an efficient Systemwide operating cost structure. We believe 
that substantive cost control initiatives will require a detailed Sys- 
temwide action plan. Section 3 provides further information on the 
System’s funding and lending operations and its operating costs 

Managing Credit 
Operations 

As the agricultural economy worsened, the quality of the System’s loan 
portfolio also significantly eroded. This declme, coupled with the identi- 
fication of numerous management weaknesses by its independent 
auditor, prompted an extensive re-examination of credit operations. As 
a result, the System has established national credit standards and 
mcluded several credit management initiatives m its Strategic and Busi- 
ness Plan. 

The System’s independent auditor emphasized that individual banks am 
associations must promptly implement the new standards for improving 
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accounting principles. In addition, System management adopted nation; 
standards for automating accounting and financial systems. 

Much more effort is required, however, to ensure that such initiatives 
are effectively implemented. In particular, as noted by its auditor, the 
System must give high priority to implementing its proposed automatec 
financial system, including standardized data bases and general ledger 
accounting software, to consolidate quarterly and annual financial info 
mation quickly and accurately. Further information on investor and 
member/borrower relations is in section 5. 

Farm Credit Act 
Amendments of 1986 

The Farm Credit Act Amendments were enacted on October 21,1986. 
Essentially, this legislation allows the System rather than FCA to set 
lending rates and authorizes the System, in accordance with FU regula- 
tions, to capitalize certain expenses and amortize them over Bayears. II 
particular, the System can capitalize interest expense judged excessive 
under definitions in the amendments and provisions for losses in excys: 
of one-half of 1 percent of loans outstanding. The amendments also 
exempt System banks, with the prior approval of and subject to condi- 
tions unposed by FCA, from accounting for these actions in accordance 
with generally accepted accounting principles. 

On October 6,1986, we wrote the Chairman, House Committee on Agri- 
culture, that we have serious reservations about allowing the System tc 
disregard generally accepted accounting principles. Reliance on legisla- 
tively sanctioned regulatory accounting m the thrift industry had taugi 
us that any short-term benefits may be outweighed by the long-term 
costs of not dealing with financial problems in a direct or forceful 
manner. We estimated that the accounting changes allowed by the legis 
lation could overstate earnings by $5 billion or more over the next 30 
months. 

More Importantly, we wrote that this legislation could impede the speec 
of reforms to the management practices and operations of the Farm 
Credit System that were contemplated by Congress when the 1985 
amendments to the Farm Credit Act were enacted. In addition to puttin 
the System on a solid basis of financial accounting, the 1985 Amend- 
ments were designed to achieve desperately needed reforms to credit 
evaluation and approval procedures. 

These 1986 Amendments were expected to have short-term salutary 
effects on the appearance of the System’s financial condition. However 
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given the continued rapid deterioration of that condition m certam dis- 
tricts, it now appears they will not substantially delay the need for fed- 
eral assistance. 

Conclusions The Farm Credit System was created by Congress with the mandate to 
provide credit on reasonable terms to the nation’s farmers. It has histor- 
ically provided loans at rates equal to or less than those offered by other 
private sector lenders. And it provided available credit during depressed 
tunes as well as boom years. In so doing, it became the nation’s largest 
agricultural lender. 

The System now faces severe financial difficulty, as reflected primarily 
by the poor quality of its loan portfolio and its high cost of debt. In part, 
this condition resulted from factors beyond the control and influence of 
the System, such as decreasing agricultural income, falling land values, 
and a steep decline in market interest rates. In part, it resulted from 
poor management practices and decisions, such as lax credit standards 
and mismanagement of interest rate risk. 

The System is further burdened by a complex and decentralized orgaru- 
zational structure devoid of centralized decisionmaking, accountability, 
and authority. It consists of hundreds of separate and distinct legal enti- 
ties. System banks and associations have historically retained the strong 
individual identities of their indigenous farm communities. Their locally 
elected Boards of Directors are responsible for furthering the goals of 
their individual borrowers and are not required to coordinate with or 
consider the effect of their actions on other Farm Credit institutions. 

Many options exist to resolve the dilemmas described above and address 
the causes of the System’s problems. These options include fundamental 
changes to the System’s organizational structure. Several of these pro- 
posals are currently being evaluated by the System, FCA, and the Depart- 
ment of the Treasury 

In the draft of this report submitted for comment to the System and FCA, 
we had recommended that, as long as the System’s debt continued to be 
the Joint and several liability of all of the System components, a central- 
ized source of accountability be established within the System to pro- 
mulgate binding uniform standards of business conduct on System units. 

The System generally agreed with our proposed recommendation and 
FCA disagreed with it. The System response (see app. IV) said that the 
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Farm Credit Corporation of America (FCCA), the Presidents Planning 
Committee, and most System banks support our proposed recommenda 
tions, but that not all System entities support the concept of a strong 
central organization. 

FCA opposes System centralization (see app. V). It believes that the 
System’s efforts should be directed at addressing its problems rather 
than creating a new vehicle to solve them. It states that the System car 
function as an efficient delivery system for financial services if it prop 
erly channels its energies to address and eliminate its inefficiencies. It 
further points out that the System’s cooperative nature should cause it 
to act in concert because of its jomt and several liability obligations. 

We find FCA’S response inconsistent. While opposing centralization, FCA 
wants the System to address its problems, efficiently deliver financial 
services, and correct its inefficiencies, as if it were a single cohesive 
organization. We also disagree mth FCA’S assertion that the System’s 
cooperative nature can be sufficient to cause its many institutions to ar 
cohesively. For example, the Farm Credit Banks of Texas recently wit1 
drew their support of FCCA, the System’s central policy-making institu- 
tion, because of philosophical differences. In addition, several 
institutions have filed lawsuits challenging and thus blocking the 
transfer of surplus from financially healthy entities to ailing ones. The 
actions clearly show that, as presently organized, the System cannot 
require its entities to act m concert. 

Nonetheless, one overriding System attribute makes it, in fact, a single 
entity: Its $60 billion of consolidated Systemwide debt is the joint and 
several liability of all 37 System banks, Thus, when the bank primarily 
liable is unable to make payment, the remaining banks must provide 
funds to redeem the securities at maturity. 

FU offers a solution to the System’s problems, “a combination of apprc 
priate regulatory and supervisory actions coupled with needed market 
discipline,” wherein System institutions would compete not only with 
other lenders but also with each other. FCA acknowledges that this may 
lead to the failure, merger, or liquidation of the weak institutions, and 
believes this would strengthen rather than damage the System. Given 
the current condition of the System and the agricultural economy, we 
question whether more competition between lenders is likely to be of 
benefit to them as a group without a carefully conceived and adnunis- 
tered long-term plan. 
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Since we made our draft report recommendations, the System’s financial 
situation has continued to deteriorate. The 1986 Amendments may not 
provide the System with sufficient time to formulate options for 
restoring its viability. While we continue to believe that a focal point for 
Systemwide accountability and authority needs to be established, partic- 
ularly if the federal government deems it necessary to provide assis- 
tance, many other critical economic and policy considerations need to be 
deliberated in reaching a decision on the System’s future. Because any 
structural changes need to be considered in the context of broader pro- 
posals to address the System’s problems, we are not making any recom- 
mendations at this time. We are, however, evaluating possible responses 
to the System’s dilemma and will report shortly on our findings. 

FCA and the System also offered a number of technical comments to the 
report. These comments, along with our responses to them, are shown in 
appendixes IV and V. 

The objective of this review was to provide an overview of the impor- 
tant issues the System must address. As discussed more fully in section 
6, we analyzed the System’s structure, operating costs, and processes for 
policy development, funding, and lending, and examined the reports and 
management letters produced by the System’s independent auditor. 
Audit work was conducted at FCA and several System locations, 
includmg the F’undmg Corporation and FCCA. Our review was conducted 
in accordance with generally accepted government auditing standards. 

As arranged with your office, copies of this report are being sent to all 
Members of Congress; the Board Chairman and Chief Executive Officer, 
FCA; the President and Chief Executive Officer, FCCA; and to others who 
have an interest in this subject. In addition, FCCA plans to distribute 
copies to all System entities. 

Sincerely yours, 

Charles A. Bowsher 
Comptroller General 
of the United States 
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Section 1 

The Changing Organizational Environment of 
the Farm Credit System 

“The organizational structure is not an issue which lends itself readily to ratlonal 
and unemotional dlscusslon within the Farm Credit System There 1s general agree 
ment that if the System were to be created anew today, it would not likely be cre- 
ated in the same organizational mold as that which now exists ” 
FCA Staff CommIttee on Farm 
Credit System Coordmatlon 
and Structure, February 1982 

Effectively operating the Farm Credit System (System) during the cur- 
rent period of significant financial stress presents one of the biggest 
management challenges m its history. The System faces this challenge 
with a complex organizational structure embracing three legally distmc 
banking systems, hundreds of national, regional, and local boards of 
directors and numerous coordmating orgamzations, committees, and 
subcommittees. W111 this structure facilitate or frustrate management 
nutiatives to deal with its financial stress m a forceful manner? Does it 
require additional change? If so, what should be done? Such questions 
confront System pohcymakers as they consider changing the System’s 
organizational structure to increase its effectiveness and cope with its 
fiscal dilemma. 

Successfully addressing these issues requires an understanding of the 
System’s organizational history. Created over 50 years ago, the System 
has a rich history and reflects three unique organizational attributes. 

l Cooperative prmciples-particularly the principle of democratic con- 
trol-have strongly influenced the System’s organization. 

l The complex organizational structure, consisting of three legally distm 
banking systems operating within one System, requires extensive coor- 
dmation-committees, subcommittees, service organizations, etc -to 
take Systemwide action 

l The role of the Farm Credit Admmlstration (FCA) has evolved from one 
emphasizing System promotion and development to managerial involve 
ment to independent regulation. 

This section describes these trends and highlights current efforts to 
address the issue of organizational change. 
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Section 1 
The Chancing Organhtional Environment of 
the Farm Credit System 

The Farm Credit 
System - A Brief 
Overview 

The Farm Credit System was created by Congress to meet the unique 
credit needs of agriculture. As of December 31, 1985, the System held 
about 29 percent of the total $210 billion farm debt. Figure 1.1 displays 
the distribution of total farm debt among agncultural lenders. 

The System is composed primarily of three different bank groups-Fed- 
eral Land Banks (FLB), Federal Intermediate Credit Banks (FICB), and 
Banks for Cooperatives (Bc)-along with local associations. The three 
different banks were established separately between 1916 to 1933. Each 
was intended to serve different purposes. 

Figure 1 .l: Market Shares of Major 
Lenders: Total Farm Debt on December 
31, 1985, $210 Billion 

Commodity Credit Corporation 
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The FLBS, established in 1916, make long-term (5 to 40 years) real estate 
and equipment loans to producers through local federal land bank 
associations (FIBA). The FICBS, established in 1923, make funds available 
to local Production Credit Associations (PCA) to meet shorter term (10 
years or less) operational financing needs. FICBS also provide loan funds 
and loan discounting servxes to other financial institutions-mcluding 
commercial banks, trust comparues, agricultural credit corporations, and 
incorporated livestock loan companies-involved with farm lendmg. 
The BCS, created in 1933, finance the marketing and supply operations 
of agricultural and rural cooperatives, including eligible rural utility and 
telephone cooperatives and companies. 

The System is organized into 12 Farm Credit Districts, each containing 
an FLB, an FICB, and a W, along with their local FLBAS and PC&X The 
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Section 1 
The Changing Organhtional Environment of 
the Farm Credit System 

number of FCU and FLBAS varies widely by District, ranging from 3 to 
72. In addition to the district banks, there is a Central Bank for Cooper 
tives (CBC) located in Denver, Colorado. The CBC participates in loans 
that exceed the lending limits of individual district BCS. 

Cooperative Principles In setting up the System, Congress emphasized borrower mvolvement i 

Have Influenced the 
organizing and operating the system. To facilitate this involvement, Co 
gress used several organizational principles generally used to run agri- 

System’s cultural cooperatives. These include: democratic control (one vote per 

Organizational History member); ownership by member patrons; members obligated to finance 
the cooperative according to their use; limited return on capital; and se 
vice at cost. Table 1.1 provides examples of how these principles were 
integrated into the System. 

Table 1 .l : Cooperative Principles in the 
Farm Credit System Principle Examples of System Attributes 

1) Democratic control la) One vote per member for electing local 
association directors who establish operate 
policies 

2) Ownership by member patrons 

b) Member/borrowers comprise the board ( 
directors for all System banks 

2a) All borrowers are required to buy stock 

b) Repayment by borrowers of initial 
government capitalization 

3) Members finance according to use 3) Members purchase stock based on a 
percent (5-10%) of their loan 

4) Limited return on capital 4a) Retirement of stock normally at par vak 

b) Dividends paid on occasion 

5) Service at cost 5) Government-sponsored enterpnse status 
(see p 64), reducing need for System profr 
to maintain access to Investment communi 
funds 

From an organizational perspective, the democratic control principle- 
embodied by the extensive network of member/borrower boards-has 
been the most prominent cooperative principle. Figure 1.2 shows the 
basic organization of a district bank and the extensive use of member/ 
borrower boards. 
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the Farm Credit System 

Figure 1.2: The Farm Credit System t I 
B&b District Bank Organization 
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A seven-member board of directors establishes policy in each district. 
The board includes two members elected each from the FL&U, PCXS, and 
BC and one elected by the members/borrowers. Within each district, the 
board oversees the FLB, FICB, and BC, all of which now share common 
management. Each distnct board also elects a member of the Central 
Bank for Cooperatives’ Board of Directors. The land bank extends Its 
loans to borrowers through the FLEM, and P&U serve as local outlets for 
the FICBS. The associations are also managed by a board of directors 
elected from their member/borrowers. In addition, like the district bank, 
the associations may also share common management. 

Another indication of the extensive member/borrower involvement can 
be seen by comparing the number of member/borrower directors to the 
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number of System employees. The System’s National Directory pub- 
lished 111 early 1985 listed over 1,200 member/borrower F’LJ3A directors 
in seven districts. (It listed no directors in the other five districts.) It al 
listed over 2,000 member/borrower FYX directors. This total of over 
3,200 directors equated to one director for about every five System 
employees. The Texas banks had a director for every two employees. The 
member/borrower directors and the organizations wrth which they are 
associated and System senior management held $1.3 billion m System 
loans. 

Multiple Types of 
Banks/Associations 
Require Extensive 
Coordination 

With three types of banks supported by two types of associations scat 
tered within 12 districts, the System has had to develop a number of 
coordinating mechanisms to deal with situations requiring Systemwidc 
action. This was necessary because the FLBS, FICBS, and ncs have histor 
tally retained strong individual identities. For example, until 1953, eat 
type of bank had its own presidentially appointed commissiqper. Subs 
quently, from 1953 to 1972, each type of bank had its own deputy gov 
ernor withm FCA responsible for supervising its type of credit. This 
separation continued within System districts, as all but Springfield, MZ 
sachusetts, and Baltimore, Maryland, had a separate president for eacl 
of the three banks until the early 1980’s. Reinforcing this separation, 
F+LEIA and FYX service areas were often drawn differently within the sag 
district. 

In the 1980’s, the System has moved toward reducing these individual 
identities by merging some FLBA/PCA operations, consolidating district 
bank management and establishing a variety of coordination mecha- 
nisms to help facilitate Systemwide action when needed. 

Five entities help coordinate Systemwide operations: the Farm Credit 
Corporation of America (FUX), the Federal Farm Credit Banks Fundm, 
Corporation (the Funding Corporation), the Farm Credit Council (FCC), 
the Farm Credit Leasing Services Corporation (Leasing Corporation), 
and the Farm Credit System Capital Corporation (Capital Corporation: 
The four Presidents Standing Committees also provide coordination on 
Systemwide issues. 

The FCCA, located in Denver, Colorado, was established m 1985. A Boat 
of Directors comprised of individuals elected by the boards of the CBC 
and System districts oversees FCCA. The FYXA is responsible for devel- 
oping Systemwide plans and standardized policies on data processing, 
credit administration, finances, and financial reporting. However, FCCA 
lacks any direct authority over other System institutions. It depends o: 
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the power of persuasion and the concurrence of the boards of directors 
of System institutions to effect change. On most matters, FCCA also acts 
as the System’s chief public spokesman. In relations with the federal 
government, the FCC m Washington, DC., acts as the System’s lobbying 
organization. 

In developing policy directives and standards, FCCA seeks the approval 
of the appropriate Presidents Committee and the full Presidents Plan- 
ning Committee. There are four System committees-Planning, Services, 
Credit and Operations, and Finance. The Planning Committee is com- 
prised of the Chief Executive Officer (CEO) of each district, the CBC, and 
the FCCA. The CEOS of other System organizations serve as nonvoting 
members. In addition, there 1s a Presidents Planning Committee Execu- 
tive Committee (PPCEC) which acts as a steering committee. The other 
committees consist of System bank presidents, who serve 3-year terms 
on a rotating basis. The chaumanship of each committee is rotated - 
among its members annually. Each committee may have a variety of 
subcommittees. 

The System Finance Subcommittee oversees the activities of the Funding 
Corporation and is involved in deternuning the amounts, maturities, and 
rates of interest for System debt issuances, subject to FGA approval. 
Located m New York City, the Funding Corporation handles the sale of 
Farm Credit System securities to the Nation’s capital markets. A Board 
of Directors comprised of both bank directors and presidents heads the 
Funding Corporation. 

Fmally, the Farm Credit Leasing Services Corporation, located in Minne- 
apolis, Minnesota, provides leasing and related services to System banks 
and eligible borrowers. Eighteen of the System’s 37 banks jointly own 
the Leasing Services Corporation. Five banks are represented on its 
Board of Directors. 

The Evolution of the 
Farm Credit 
Administration 

The FGA was initially established as a federal agency in 1933. It spent 
most of its early years restructuring and promoting the Farm Credit 
System. Six years later, in 1939, the FCA was transferred to the US. 
Department of Agriculture (USDA) and headed by a presidentially 
appointed governor. During most of the 14 years (1939 to 1953) the FCA 
was part of the USDA, a national farm organization credit policy com- 
mittee considered the problems of the Farm Credit System. A large 
share of this committee’s efforts went into discussing various proposals 
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for insulating the FKA from any possible political influence, a concern 
that eventually was part of the impetus for the Farm Credit Act of 19 

The 1953 Act returned the Farm Credit Admimstratlon to an indepen 
dent agency, established the Federal Farm Credit Board (FFCB) as its 
governing and policymaking body, and abolished the presidentially 
appointed governor. The power to appoint all subordinates was given 
the Governor of the FCA (who was appointed by the FFCB). In 1971, Co 
gress passed a Farm Credit Act that provided an updated charter for 
Farm Credit System. As noted in the study that was used as a basis fo 
the 1971 Act, the FCA'S role was to “develop and promote the stronges 
possible Farm Credit organization.” In accordance with requirements 
emanating from the act, other regulations, and its general responsiblh 
to enforce standards for safety and soundness, the F+CA continued to 
make many critical management decisions, including approval author 
for bank president salaries, loan lending rates, and all fund& declsio 

The legislative emphasis was again altered with the passage of the Fa 
Credit Amendments Act of 1985, which established FXA as an arms- 
length regulator and strengthened its regulatory authority In partic- 
ular, it replaced the FF~B with a presidentially appointed FCA Board, 
which will manage and administer the agency. One member will serve 
chairman and replace W’S governor The amendments gave FCA new 
powers and responsibilities, including the authority to take specific 
enforcement actions against System institutions and individuals, sucl- 
issuing cease-and-desist orders; the authority to issue capital adequac 
regulations for System banks; and the responsibility to examine all 
System institutions at least once each year. 

The amendments also created a new Farm Credit System Capital Carl 
ration (Capital Corporation), chartered by FCA, to facilitate the adnun 
tration of fmancial assistance to the System. In addition, the 
amendments provided that with FCA’S certification of the System’s ne 
for financial assistance, among other things, the Secretary of the Tre: 
sury may purchase obligations of the Capital Corporation for the pur 
pose of providmg financial assistance to the System. 

A composite chart of the entire Farm Credit System is shown as figur 
1.3. It shows the FCA added onto the Systemwide coordinating structu 
and the basic district bank organization. 
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:Igure 1.3: The Farm Credit System 
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Current System 
or#kZa~iOIXd Change 

Over the past 6 years, three separate studies have advocated that the 
System consider consolidating its organizational structure. Each of thf 

Initiatives studies met with resistance from parts of the System. Currently, the 
System’s Strategic and Business Plan contams an initiative aimed at 
again reconsidering the consolidation of the System’s organizational 
structure. 

Prior Studies of System 
Organization 

Since 1980, the System’s organization has been reviewed by the Gener 
Accounting Office (GAO), a special System management committee, ant 
an outside consultant employed by FCCA. In a 1980 report,’ we recom- 
mended that Congress direct the FFCB to review how best to consolidat 
or merge the three banking systems into one and prepare legislation tc 
accomplish this. Based on the results of a subsequent 1982 staff study 
the FFCB decided not to propose a legislative change. Instead,& approj 
a pohcy declaring that any decision on System structure should be ma 
by member/borrowers through their elected boards of directors. 

Within 2 years, in response to concerns that its structure might prevel 
the System from responding effectively to emerging challenges, System 
officials conducted a new study to examine alternative structures. The 
concluded that the System must 

l recognize its total interdependence, 
l understand that “borrower-owner control” will be meaningless if deco 

tralization is indulged to the pomt that it destroys the System’s capacj 
to compete, 

l begin promptly to make fundamental structural changes in its torpor; 
organization, and 

l proceed rapidly to develop a strong central entity. 

This study eventually led to the creation of FCCA in 1985. In reacting tl 
the concerns of some member/borrowers and bank officials regarding 
the potential loss of control in their bank districts, however, the Syste 
provided FCCA with only limited authority over other System institu- 
tions. FCCA then engaged an outside consulting firm to evaluate altern 
tive System structures. That study recommended that the System 
restructure itself to form a modified financial holding company, whik 
mamtainmg member/borrower control via the local delivery of credit. 

‘The Farm Crecht System Some Opportumtles For Improvement (CJD80-12, Jan 26,198O) 
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Current Organizational 
Initiatives 

The System’s May 1986 Strategic and Business Plan contamed an initia- 
tive to reconsider the current organizational structure. This initiative 
required that a plan be developed which would combine System units to 
manage the shared rusks, Improve profitability and competitiveness, 
increase economies of scale, pool capital, and serve the unique needs of 
each market segment while retaining local operational authorltles to the 
extent practical. System directors have considered several structural 
alternatives but as of December 1986 had adopted none. 

Given the maJor challenges facing the System, this reconsideration of 
the System’s organizational structure comes at a pivotal point in its his- 
tory. As discussed in the following sections, System managers face crit- 
ical challenges in such areas as setting lending rates, managing interest 
rate risk, controlling operating costs, improving credit operations, and 
managing investor and member/borrower relations. Histoncally, the 
responsibility for taking corrective action in areas such as these hasgen- 
erally rested with district management. However, district-directed strat- 
egres have not produced effective Systemwide results. 

We believe it unperative that the System locate responsiblhty and 
accountability for Systemwlde mitiatives in a focal point, as this 
directly affects the System’s ability to successfully implement short- 
term actions to correct its weaknesses and long-term management 
reforms needed to ensure viability. 
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Section 2 

The Farm Credit System Under Stress 

“Looking backward from 1986, the most likely pattern for 1980 would be seen as 
lean year in a series of years which on average were generally favorable Thus, 
leaner 1980 prospect does not portend a long-term trend m that direction ” 
FCA Agricultural and Credit 
Outlook ‘80 

“At first many farmers as well as agrlbuslnesses assumed that the downturn was 
temporary and that things would soon get better ” 
FCA Agricultural and Credit 
Outlook ‘85 

The agricultural boom in the 1970’s was followed by a dramatic down 
turn m the early 1980’s. Major portions of the agricultural sector-pa 
titularly the Midwest- have experienced a penod of prolonged declin 
m farm land values and commodity prices, producing inadequate earn 
mgs to pay for farmer debt. At the same tune, the Farm Credit System 
has also expenenced financial stress, particularly in its Midwestern di 
tricts. This stress has included deteriorating loan portfolio qtiity, 
shrinkmg surplus levels, declimng levels of loans outstanding, and risi 
levels of acquired property. In a recent report, Farm Credit System: 
Analysis of Financial Condition (GAO/GGD-86-150BR, Sept. 18, 1986), P 
projected that the System could essentially deplete its remaining surpl 
by the end of 1986. 

Changing Fortunes of During the inflationary decade of the 1970’s, export markets expande 

the Agricultural Sector 
rapidly, crop yields and commodity prices were high, and real interest 
rates (i.e., the difference between the rate of inflation and the interest 
rate charged by lenders) remamed low. From 1972 to 1980, agncultur 
exports rose from just under $10 billion to over $40 bllhon. In 1980 
alone, exports rose 27 percent. At the same tune, commodity prices ge 
erally increased. In response, farmers brought idle land mto productic 
dramatically increasing earnmgs. 

High inflation rates also led farmers to expand their operations. 
Spending on fixed assets such as land provided a hedge against mfla- 
tion, and capital for expansion was available at low real interest rates 
With the demand for land mcreasing and land earnings increasing, lar 
values mcreased sharply. From 1973 to 1981, land values increased 1’ 
percent nationally. The size of the mcreases, however, was not unifor 
across all the states. Increases generally were largest in the Midwest 
where gram and feed production and prices responded to the rising 
demand for exports. 
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Supported by a positive outlook for income and a rapid increase m land 
values, farmers borrowed heavily to invest in new capital equipment 
and to purchase the increasingly expensive farmland. Farm debt esca- 
lated rapidly. Financed with low real interest rates, total farm debt 
increased from $53 billion in 1970 to about $230 billion in 1986. Interest 
expense on this debt was the fastest growing farm expense m the 
1970’s, showing a five-fold increase. Figure 2.1 indicates the rapid 
growth in farm debt. 

Figure 2.1: Farm Debt Outstanding January 1,197O to 1986 

40 Billions of Dollars 

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1965 1986 

Year 

I : *.* . 
x Real Estate 

--- Non Real Estate 

Commodity Credit Corporabon 

As late as 1980 and 1981, favorable conditions in the agricultural sector 
were expected to continue well into the decade. Subsequent events, how- 
ever, proved these predictions wrong. 

In the 1980’s, demand declined as a result of international factors such 
as competition from foreign suppliers and a strongerldollar. From 1981 
to 1986, U.S. agricultural exports fell 20 percent and commodity prices 
declined. 
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The decline in commodity prices led to decreased farm income and prol 
per acre. As a result, land prices began to drop sharply. Nationally, lan 
values declined 19 percent from 1981 to 1985. In 1984 alone, land valu 
declined 12 percent with $104 billion in equity lost. The 1984 drop wm 
the largest since the early 1930’s. From April 1985 to February 1986, 
land values dropped yet another 12 percent. Some states experienced % 
sharper decline than others. For example, between 1981 and 1985, lam 
values in Iowa declined almost 50 percent while values rose 1 percent i 
New York. 

For farmers with little or no debt, the decline in land values has meant 
huge paper losses in equity. For farmers with moderate to high finance 
leverage, the decline in land values has meant the virtual evaporation 1 
their equity and therefore their borrowing capacity. Cash grain and lit 
stock producers in particular cannot generate enough earnings to servi 
their existing debt. And with little or no equity, they cannot cffer any 
security to lenders as basis for needed future loans. 

As a result, total agricultural debt is declining and both American 
farmers and their lenders are experiencing adverse economic and final 
ciaI conditions. For additional information on the condition of agricul- 
ture, see FinancmI Condition of American Agriculture (GAO/RCEP86-09 
Oct. 10, 1985) and Farm Finance: Financial Condition of American Ag!r 
culture as of December 31 1985 (GAo/RCEb-86-191BR, Sept. 3,1986). ,- 

Farm Credit System 
Financial Stress 

During the 1970’s, the Farm Credit System participated in the agricul- 
tural boom. From 1970 to 1986 the System’s share of the lending mark 
grew. For example, the FLB’S share of outstanding farm real estate loar 
mcreased from approximately 23 percent to 43 percent of the market. 
Table 2.1 indicates the FLB’S growing share of the real estate lending 
market between 1970 and 1986. 
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Table 2.1: Market Shares in Real Estate 
Lending to Farm Sector 1970,1980, and Share of Outstanding 
1986 Loans on January 1 

(percent) 
Lender 1970 1980 1986 
lndwiduals & Others 38 31 26 

FLB 23 36 43 

Life Insurance Companies 20 15 11 

All Operating Banks 12 11 11 

Farmers Home Administration 8 8 10 

Total’ 100 100 100 

‘Figures may not add to 100 due to rounding 

Two factors spurred the growth in System loan volume. First, a legisla- 
tive change in the Farm Credit Act of 1971 allowed System banks to 
increase the amount of their loans. Prior to 1971, System banks could 
loan a maximum of about 68 percent of the appraised value of lomol- 
lateral. The 1971 Act raised the limit on loan size to about 85 percent of 
the more liberal market value of the collateral. Second, System manage- 
ment decided to seek a larger share of the market by pricing its loans 
below the lending rates charged by competitors. (See sec. 3 for a discus- 
sion of how System banks price their loans.) 

The deterioration in the agricultural sector during the 1980’s contrib- 
uted significantly to the current financial stress in the System. Many 
farmers had neither the cash necessary to repay their loans nor the col- 
lateral sufficient to refinance them. The System’s stress has been char- 
acterized by rising levels of nonaccrual loans, declining loan volume, 
rising levels of acquired property, and falling retained earnings. 

Since October 1985, we have issued three reports as part of an ongoing 
series,’ assessmg the System’s deterioratmg financial condition. In our 
latest report Farm Credit System: Analysis of Financial Condition (GAO/ 

~~~-86-150BR), we projected that the System could essentially deplete 
its surplus around the end of 1986, and we presented a detailed analysis 
of the System’s future condition and prospects. That report also con- 
tains the System’s and IXA’S comments and our analysis. The System 

‘GAO’s pnor two reports are 

-FWmunary~ys~ of the Fmanaal Con&tlon of the Farm Credit Sy-, (GAO/GGD-S6-13BR, 
Ott 4,1986) 

-Farm C&t System GAO’s Analysis of the System’s Thrd Quarter Fuumual Con&tion, (GAO/ 
GGD86-36BR, Dee 23,1986) 
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incurred a loss in 1986 of $1.9 billion and ended the year with less thaI 
$1.5 billion of surplus. Further, there seems to be general agreement 
that the System’s losses will continue. The following section highlights 
major financial trends, documented in more detail in our 1986 report 

Rising Levels of Nonaccrual As of December 3 1,1986, the System’s nonaccrual loans had increased 

Loans to 87.1 billion from $5.3 billion at December 31, 1985, and $1 8 billion ! 
1984. Nonaccrual loans are those loans on which principal and interest 
are delinquent for at least 90 days (unless well secured and in the pro- 
cess of collection) or when circumstances indicate that collection is m 
doubt. Accordingly, the accruing of interest on these loans is suspende 
When loans are placed in nonaccrual status, the estimated losses on 
principal and interest are either charged off or recognized m allowance 
for loan losses. 

Declining Loan Volume The System’s loan volume is contracting rapidly. A decline in loan 
volume significantly affects the System’s financial position because th 
volume of assets earning interest is reduced. At the end of 1985, net 
loans outstanding had declined to $66.6 billion from $78.5 billion at 
December 31, 1984. By December 31, 1986, net loans outstanding total 
$54.6 billion. 

Rising Levels of Acquired 
Property 

Property is acquired by the System through foreclosures or deed m he 
of foreclosure from borrowers who can no longer service their debt Tl 
value of FLB and PCA acquired property increased from $36 milhon m 
1980 to over $500 million in 1984. At December 31, 1985, the System 
had $928 million of other property owned; by December 3 1, 1986, it h, 
almost $1.1 billion. 

Falling Surplus Levels The System has also been experiencing a sigmficant deterioration m it 
earned surplus, primarily as a result of its need to set aside mcreasmg 
levels of funds m its provision for loan losses. Combined surplus at 
December 31, 1986, declined to under $1.5 billion, compared to $2.4 b 
lion at June 30, 1986, $3.4 billion at December 31, 1985, and $6.2 billic 
at December 31,1984. 

Appendix I summarizes the volume of gross loans, nonaccrual loans, a 
acquired property by bank and by district as of June 30, 1986. It also 
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shows the percent of loan volume classified acceptable and the loan loss 
allowance for each bank and district. 

Viability of the Farm The current financial stress being experienced by the System and the 

“Credit System Remains 
unlikehhood of an agricultural industry upturn in the near term have 
created uncertainty as to the System’s future viability. After auditing 

a Key Issue the System’s combined financial statements for the year ended 
December 31, 1985, an independent accounting firm reported in early 
1986 in the System’s Report to Investors that it believed the System was 
still a “going concern.” That is, it judged that the System still had the 
ability to continue operations. This judgment was based on (1) the 
System’s holding a substantial surplus, (2) the System’s source of 
funding havmg been stabilized with the passage of the Farm Credit 
Amendments Act of 1985, (3) mechanisms existing for financially 
stronger banks to provide resources to those needing assistance, and_(4) 
the amount of available risk funds (total capital plus allowance for loan 
losses) exceeding the total of high risk loans and loan-related assets. 

However, unfavorable trends in the agricultural sector are expected to 
continue to adversely affect the System. According to the Federal Farm 
Credit Banks Fundmg Corporation’s first quarter 1986 Report to Inves- 
tors, a dramatic, favorable turnaround in the agricultural economy is 
not expected U.-I the near future. The Funding Corporation anticipated 
that the levels of nonearning assets have not yet peaked. 

According to the Funding Corporation, the System will report a com- 
bined net loss of $1.9 billion as of December 31, 1986, compared to $2.7 
billion u-r 1985. It also announced that the System’s independent 
accountants will issue a qualified opmion on the 1986 combined finan- 
cial statements of the System. The opinion will say that the combined 
financial statements are fairly stated, in accordance with generally 
accepted accounting principles, subject to adjustments, if any, to System 
assets and liabilities which might be required should the System be 
unable to continue in its present form. In addition, the accountants will 
note that the System’s distressed financial condition, combined with the 
absence of any indication of significant near-term improvement in the 
agricultural economy, results m uncertainty regarding the System’s 
ability to return to profitability and to continue to obtain adequate 
financing without some form of external financial assistance, of which 
there 1s no assurance. 
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“The competitive advantage in interest rates presently enJoyed by the Farm Credo 
System could erode quickly if market Interest rates fall sharply ” 
FCA Agricultural and Credit 
Outlook ‘80 

Current Status of the System - Not competitive; loan volume contracting; losmg 
market share, losing best credits; negatwe income The System has no strategy to 
retain market share as rates dechne 
Funding Corporation Presentation, 
Presidents Planning Session, 
March 25, 1986 

Perhaps the most crucial challenge facing the System and FCA is estab- 
lishing competitive lending rates at levels which satisfy capital preser- 
vation goals. Interest rates must be set at levels low enough for the 
System to attract and retain creditworthy member/borrowers, but high 
enough to protect System capital against potential losses. Given the 
financial condition of the System,’ its ability to meet this challenge 
appears doubtful. 

How the System Sets 
Interest Rates 

The System’s banks and associations strive to set their lending rates at 
competitive levels sufficient to (1) cover the cost of borrowed funds, (: 
cover operating expenses and loan loss provisions, and (3) meet prede- 
termined profit objectives. Before passage of the Farm Credit Act 
Amendments of 1986, FCA approval of lending rates was required. 

The Funding Corporation 
Role 

The Funding Corporation provides System banks with loanable funds 1 
penodically selling Systemwide securities to the mvesting public. All 3 
System banks are jointly and severally liable, when the bank primarily 
liable is unable to make payment, for ensuring that funds are availablt 
to redeem the securities at maturity. 

The Funding Corporation sells both bonds and notes. Bonds are cur- 
rently issued at maturities of 3 months, 6 months, and term, which 
mature at least 13 months after issuance. Bonds outstanding at Augus 
29, 1986, totaled $52.8 billion, with an average interest rate of 10.39 
percent and an average maturity of 2 years, 4 months. Discount notes 
are short-term paper with maturities ranging from overnight to 365 
days. Notes outstanding totaled $10 billion, with an average interest 

‘See GAO’s report Farm Crdt System. Analyas of Fhanaal Condtlon (GAO/GGDE%-15OBR, Sep 
18, 1986) 
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rate of 6.34 percent and an average maturity of 55 days. Table 3.1 
shows debt from 1980 through August 29,1986. 

rable 3.1: System Debt at Year End 
Dollars In bllhons) 

Bonds 
Average Average 
Interest Maturity 

fear Amount Rate (%) (Yr./Mo.) 
I980 59 7 1034 217 

Discount Notes Total 
Average Average Average Average 
Interest Maturity Interest Maturity 

Amount Rate (%) (Days) Amount Rate (%) (Yr./Mo.) 
32 1718 29 629 1069 215 

1981 69 9 1266 217 14 1178 27 71 3 1264 W 
1982 71 1 11 80 219 18 865 27 729 1172 218 
I 983 681 11 34 219 48 941 23 729 11 21 2f7 
’ 984 672 11 69 2;8 49 8 94 35 72 1 1150 216 
,985 583 11 02 217 105 815 52 688 1059 212 
I 986a 528 1039 214 100 634 55 628 974 - 2/l 

aAs of August 29, 1986 

As shown in table 3.1, total average debt cost increased by almost 2 per- 
cent m 1981, as very high bond rates and additional bond debt entered 
the System’s debtlportfolio. Since then, the average debt cost has 
decreased and is now below the 1980 rate. Table 3.1 also shows that the 
amount of outstanding discount notes more than doubled between 1984 
and 1985 as System banks took advantage of low mterest short-term 
debt to reduce their average cost of debt. 

System banks notify the Funding Corporation, at predetermined dates, 
of the amount of funds and lengths of maturities desired. The Funding 
Corporation consolidates the banks’ needs and, so long as the aggregate 
size of the request surpasses the minimum size requirement for public 
marketmg, secures preliminary approval from the Finance Subcom- 
mittee to proceed. Then, the Funding Corporation mforms some of its 
144 Selling Group members (investment dealers and dealer banks) of the 
pending issuance, and elicits from them information pertinent to the 
amount, interest rate, and length of matunty, acceptable to mvestors. 

Based on mformation from the banks on the amount and desired matun- 
ties, the Funding Corporation recommends to the System Finance Sub- 
committee interest rates and maturities to be offered to investors. These 
recommendations are based on Treasury interest rates, its views of the 
market, and economic conditions. The System Finance Subcommittee 
then requests the approval of FU to issue the debt. With this approval, 
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the Funding Corporation informs its Selling Group members of the 
amount of securities allotted to each and they in turn sell the secuntie 
to their customers. Proceeds from securities sales are wired to System 
banks, almost always in the amounts initially requested. 

The District Bank Role The amounts and interest rates paid to borrow the funds requested by 
each System bank become part of that bank’s debt portfolio. The bank 
normally combine new debt with their existing debt portfolio to create 
new average cost of debt. The average debt cost has historically pro- 
vided the base from which each bank sets its lending rates, as over 90 
percent of total bank disbursements is interest on its debt. Figure 3.1 ( 
page 42 provides an illustration of how the average processmg concep 
works. 

The timing and amount of debt participation is decided by eagh distric 
bank management. The decisions are based on such factors as the 
amount of maturing debt (new issues generally coincide with maturin] 
debt), funds needed to make loans, desired level of liquidity, and oper 
ating costs. Consequently, individual banks have different average de 
portfolio lengths of,maturities and interest costs, which can vary up tc 
percent or more among the various districts. As shown m appendix II, 
September 2,1986, the 12 Land Banks held over 70 percent of System 
bond debt at an average interest cost of 10.86 percent. The average bc 
cost of FICBS and BCS was 8.33 percent and 9.34 percent respectively. 

Two Land Banks recently acted to reduce their high debt portfolio cos 
The Texas Land Bank, for instance, purchased and retired more than 
percent of its debt portfolio by entering the secondary bond market a.~ 
purchasing bonds with a par value of $282.7 million. This action inun 
diately dropped its average debt costs by over one-half percent, but 
resulted in a reduction in surplus of $35.3 milhon. Because of concern 
regarding the adequacy of System surplus, FCA has issued a directive 
prohibiting further debt restructuring activities. 

The FCA Role The %A approves or rejects the terms of all System security issuances 
During the high loan volume growth and interest rate volatility of the 
early 1980’s, the RX approved the terms of all System debt issuances 
As noted in its Agricultural and Credit Outlook ‘80, FZA recognized th: 
the System’s rapid growth may result in later problems. 
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“The large sales of bonds at high interest costs has mcreased the System’s portfoho 
costs, necessitating upward adjustments in the variable rates charged borrowers. 
These lock in costs and slow the downward rate adJustments when market condl- 
tions ease ” 

Lending Rates Must Cover 
3perating Costs 

System operating costs were $882 million in 1985, comprising about 10 
percent of total System expenditures. Both FCA and FXCA believe there 
are opportunities to reduce operatmg costs throughout the System. 

System Operating Costs Have 
‘ncreased 

As shown m table 3.2, System operating costs increased 42 percent, or 
about $260 million, between 1981 and 1985. The largest dollar mcreases 
were for purchased services, salaries and benefits, and occupancy 
expense The growth m purchased services 1s largely attributable to 
legal and consultant services and those of the System’s independent 
auditor. The increases m salaries and benefits and occupancy expense 
are discussed in greater detail below. The System has mformed us that, 
based on its third quarter operating results, it expects 1986 operating 
expenses to decline by about 10 percent compared with 1985 expenses. 

rable 3.2: Farm Credit System 
Dperating Costs: 1981 vs. 1985 (Dollars In thousands) 

Account 
Directors’ Expense 

Salaries & Benefits 

Purchased Serwces 

1981. 
$14,274 

387,257 

12,528 

1981-1985 Change 
1985b Change (Percent) 

$17,053 $2,779 195 

534,387 147,130 38 0 

30,539 18.011 1438 

Occupancy Expense 51,828 86,530 34,702 67 0 

Comm & EDP 38,020 54,873 16,853 443 

Travel 32,257 33,462 1,205 37 
Ads & Member Relas 30,109 30,387 278 09 

Supervwon (FCA) 14,760 24,041 9,281 62 9 

Farmbank (FCCA) 1,850 3,586 1,736 93 8 
Training 9,279 7,604 (1,675) -18 1 
Other ExpensesC 28,731 60,007 31,276 d 

Total $620,893 $882,469 $261,576 42.1 

%naudlted data provided by FCA 

bAudlted data provided by FCCA 

‘According to agency offlclals, this account Includes expenses for numerous miscellaneous cost 
items-such as conlnbutlons, subscriptions, and safe deposit box rentals-for which no other account 
IS provided 

dAgency officials said that no single Item accounted for a slgntficant portion of the increase Thus, the 
percentage change calculation IS not meaningful 
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Salary and Benefit Expenses Are 
the System’s Prwlpal Operating 
CQStS 

From 1981 through 1985, System salary and benefit expenses increase 
38 percent from $387 to $534 million. This growth partly reflects an 
11.3 percent increase m the number of bank and association personnel 
employed, includmg additional staff needed to service troubled debt. 
During the same period, as measured by the consumer price mdex, the 
cost of living rose 18.3 percent. The largest single year increase came i! 
1982, when System salary and benefit expenses increased 16.8 percenl 
In that year, the number of System personnel increased by 7.5 percent 
The 1982 increase may also be explained by the growth m loan volume 
from $66.2 billion at the end of 1980 to $81.4 billion 2 years later. The 
System has informed us that in 1986 the number of bank and associa- 
tion personnel decreased by about 10 percent. 

Employee salary and benefit expenses accounted for about 60 percent 
the System’s total 1985 operating expenditures. This pattern was simil 
for all three types of banks-F+LB/FLBAs, FXB/PCAS, and Bcs. Fer F’LF%/ 
FLBAS, salary and benefit expenses for individual districts ranged from 
57 percent to 66 percent, averaging 60 percent. For FICB/PCAS, such 
expenses ranged from 55 percent to 68 percent, averaging 63 percent. 
For KS, the average was 51 percent, ranging from 45 percent to 59 per 
cent. According to a System official, these variances may reflect differ 
ences m district compensation programs, local credit needs (including 
the costs of servmmg troubled assets), and district labor market 
conditions. 

Another way of viewing operating expenses is to compare them to loar 
activity-a measure historically used by FCA. For 1985, salary and ben 
fits expenses per $100 of average loan balance varied substantially. Fc 
FLB/FLBAS, the range was from 19 cents to 85 cents per $100, averaging 
40 cents. For FTCB/PCM, the range was from 31 cents to $2.82 per $100: 
averaging $1.64. In some instances, these ranges may be attributable tl 
decreases in loan volume and differences m individual loan size m the 
districts. 

Senior executive officers’ salaries, a component of System expenses, 
were highlighted in the 1985 Farm Credit Amendments Act The amen 
ments require these salaries to be frozen if federal money is imected m 
the System. From 1977 to 1985, bank presidents were paid based on a 
program that rewarded increases in institution size and loan volume. I: 
1985, a study of Chief Executive Officer compensation was performed 
by FGA, which approves CEO salaries. Among other things, the study co 
pared the compensation of System CEOS to that of competitors’ senior 
officials. The System subsequently adopted a revised CEO compensatio 
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program that de-emphasized growth and related the salaries of System 
CEOS to those of the second highest paid officers in comparably sized 
commercial banks. As a result, the average of CEO salary ranges 
increased by about $26,000. 

Table 3.3: System CEO Salaries, 1985 
and 1986 CEO Salaries 

System Entity 1985 1986’ 
SpringfIeld $170,000 $178,500 
Baltimore 163,836 168,000 

Columbia 189,750 189,750 

Louisville 125,000 146,000 
Jackson 105,930 140,000 

St LOUIS 120,000 160,000 

St Paul 180,000 195,000 

Omaha 160,000 160,000 

Wichita 146,000 lnl,ooo 

Texas 140,000 144,000 

Sacramento 180,000 150,000 

Spokane 130,000 130,000 

CBC 163,000 167,890 

FCCA 250,000 270,000 

Funding Corp 205,900 180,000 

Capital Corp - 250,000 
Average $161,961 $174,946 

aAnnualized salary of current CEO 

As shown m table 3.3, in 1986, the two largest salaries were paid to the 
CEOS of FCCA ($270,000) and the Capital Corporation ($250,000). Both of 
these organizations were established in 1985. Between 1985 and 1986 
the salaries of 10 CEOS increased, 3 stayed the same, and 2 decreased. 
Both of the decreases can be attributed to personnel turnover. In late 
1985 and early 1986, five district bank presidents and the Funding Cor- 
poration CEO left the System. Enactment of the Farm Credit Act Amend- 
ments of 1986 does not preclude the System’s directorate from raising 
cm salaries. 

0ccupancyExpenseHasRisex-1 From 1981 to 1985, System occupancy expense (including furniture and 
equipment) increased from $51.8 to $86.5 million, or 67 percent. One 
reason for the increase, according to FCA and System officials, was that 
during the late 1970’s and early 1980’s, a number of banks and associa- 
tions engaged in new building programs in anticipation of sustained loan 
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Until recently the System focused its operational budgeting efforts on 
individual district banks and associations. Although the cost of oper- 
ating the Systemwide committees, FYXX, Funding Corporation, and FCC 
are allotted among the banks, no Systemwide budgeting process existed. 
For the years 1987 through 1989, the System’s Strategic and Business 
Plan requires each System district to adopt an “operating cost target,” 
which is designed to “achieve a competitive system total operating cost 
relative to total system volume.” However, costs associated with man- 
aging troubled accounts and acquired property, and those directly offset 
by noninterest mcome may be excluded from the cost targets. In addi- 
tion, each district retains the authority to determine what is a competi- 
tive operating cost for its operations. District-directed operating cost 
strategies generally have not resulted in an efficient Systemwide oper- 
ating cost structure. We believe that substantive cost control initiatives 
will require a detailed Systemwide action plan and a central entity with 
sufficient authority to insure effective implementation. 

Rates Include Retained 
Earnings Objectives 

System banks and associations have as part of their financial plans 
retamed earnings objectives, which take into account System capital 
accumulation/preservation requirements. For example, the Baltimore 
District requires that its associations’ retained surplus be equal to 5 per- 
cent of their outstanding loans. Generally, banks and associations would 
add to their lending rates to meet the target profit margin/surplus 
requirements. 

Figure 3.1 shows a complete interest rate pricing example for an FfCB/ 
PCA rate. Appendix III provides a chart of the System’s funding and 
lending cycle. 

Are System Interest 
Rates Competitive? 

During the 1970’s and early 1980’s, a period of generally rising interest 
rates, the System’s method of pricing its loans allowed its banks to earn 
a profit while providing borrowers with lower interest rates than were 
offered by competitors, This is because average rates will generally be 
lower than current rates in a rising market when assets are repriced 
more frequently than liabilities. Competitors, such as insurance compa- 
nies and commercial banks, generally set lending rates based primarily 
on the current cost of funds. Since the early 1980’s, market interest 
rates have fallen sharply and the System’s average rates, particularly 
Land Bank rates, are now higher than the current cost of funds. Thus, 
some of its lending rates are no longer competitive. 
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Figure 3.1: FICB/PCA Interest Rate Pricing Example 

$70,000.000 at 785% 
New Money IS Split Into 

2 lendlng programs 

Variabk Rata Program 
$60,000.000 

765% 
$530,000,000 

9 89% 
$590,000,000 

966% 

New Money 
New Rate 

Exlstlng Funds 
Exlstlng Rate 

Outstanding Balance 
Average Debt Rate 

Fixed Rata Program 
$1 o,ooo.ooo 

765% 
N/A 
N/A 
N/A 
N/A 

I N/A-Non Applicable 

In Addition, 
Borrower Must Purchase 

Stock in Assoclatlon 
In Amount Equal to 

5 00% of Value of Loan 
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Because the System provided lower interest rates, borrowers flocked to 
its banks and the System had to issue considerable debt to provide the 
funds to satisfy the huge demand for loans. It did so during the time 
when market interest rates were at historical highs. Figure 3.2 compares 
the average debt portfolio cost of FLBS with the average cost of a new 3- 
year issue (approxunately the average length of matunty in the FLB 

portfolio). The figure shows, for the period 1973 to 1985, that when FIB 
rates were lower than current rates, large amounts of new money 
entered the System. Conversely, when FLB rates were higher than cur- 
rent rates, less new money entered the System. 

Figure 3.2 also shows that by the end of 1982, current interest rates had 
fallen below the Land Banks’ average cost of funds. By the end of 1985, 
current rates were almost 2 percent lower. To date, the Land Banks 
have been unable to phase in enough lower cost debt so that average 
debt costs would more nearly approximate current rates. _ 

Figure 3.2: Average vs. Marginal Cost 
of Funds and Relationship to 
Outstanding System Debt 35 Percent 

1973 1974 1975 1976 1977 1978 1979 1900 1981 1902 1983 1984 1985 

Year 

1 2 3 4 5 6 7 8 9 10 11 12 13 

Category 

m Porcenl Chsngo in Systmn Debt Outstsndlng 

- - - 3.Year New Issuance Cost 

- Average Cost of Funds Land Bank System 
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As shown in table 3.1, the System’s average cost of debt increased sig- 
nificantly during 1981, rising from 10.69 to 12.64 percent. This was a 
year characterized by high and very volatile interest rates and invertel 
yield curves (i.e., long-term money was at times cheaper than short- 
term), which followed the shift m monetary control philosophy by the 
Federal Reserve in 1979. For example, the System issued 6-month bone 
during the year at rates which ranged from 11.5 to 17.9 percent. In Jul 
a 3-year System term bond sold at 15.3 percent while a lo-year Systen 
term bond sold at 14.7 percent. 

In the midst of this volatile market, the System issued debt of about $E 
billion, including $13 billion in term bonds ($10.7 billion of which were 
issued by FLFE), and increased its total bond debt portfolio by $10.2 bil 
lion. The System made 20 term bond issuances during 1981, at rates 
ranging from 12.75 percent to 17 percent, of which 6 were for 3 years 1 
less, 9 were for 4 to 5 years, 2 were for 8 years, and 3 were fgr 10 year 
In each case, the term maturities were selected at the behest of district 
bank management and received FCA approval. 

Of the $10.2 billion of increased bond debt, $9 billion were term bonds 
with maturities ranging from 2 years and 6 months to 10 years, thus 
locking System banks (primarily FLBS) into high cost fixed-rate long- 
term debt. As a specific example, in 1981 the Omaha Land Bank 
replaced over $1.4 billion of 7.34 percent maturing bonds with over $2 
billion in bonds at 15.08 percent. Several years later, Omaha bank mar 
agement said: 

“Until the outstanding, high rate bonds mature, there is little the FLB of Omaha c: 
do to lower the cost of bonds and, thus, little we can do to rapldly reduce the vari- 
able interest rate ” 

At August 29, 1986, the System’s average debt cost was 9.74 percent, 
which is considerably higher than current rates. For example, the 
System issued term debt on April 9, 1986, at 7.55 percent ($717 million 
of 5-year bonds) and again on July 21,1986, at 7.35 percent ($690 mil- 
lion for 34 months). Thus, given the current set of conditions, setting 
lending rates that merely cover the average cost of its debt places 
System banks (primarily FLEN) at a competitive disadvantage with othc 
lenders who generally set their rates based on the cost of current debt. 

The System’s debt portfolio at September 2, 1986, contained about $4C 
billion of term bonds, of which 79 percent carried coupon rates of 10 
percent or more. Table 3.4 shows the coupon rates of term debt. 
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Table 3.4: Percent of Term Bond Debt 
by Coupon Rate (As ofSeptember2, 
1986) Coupon Rate 

Below 10% 

Percent of 
Term Debt 

21 

lo%toll% 30 

ll%to12% 18 

12%to13% 12 

13%to14% 8 

14%to15% 9 

15%andabove 2 

Total 100 

Many of these issues are rapidly approaching maturity. Table 3.5 shows 
the maturity year and average coupon rate of term debt at September 2, 
1986. Although one-third of this debt will mature by the end of 1987, 
the remaining debt carries higher average coupon rates, exacerbating 
efforts to reduce the System’s average cost of debt. 

Table 3.5: Maturity of System Term 
Bond Debt (AsofSeptember2,1986) 

Maturity Year 
Before 12/31/87 

Percent of 
Term Debt 

33 

Average 
Coupon 

Rate 
11 06 

1/1/08to 12/31/08 16 1105 

1;1;09to 12;31;09 17 11 20 

1/1/9Oto 11 21 
I I 

12/31/90 
I I 

13 

1/1/91 to 4/15/07 21 1172 

Totals 100 11.24 

Until its average debt cost declines to the market interest rate, or until 
the market rate rises to or above the System’s average rate, the System 
will be hard pressed to offer competitive lending rates to all of its bor- 
rowers without incurring sizeable losses. The System can take action to 
prevent this type of problem from recurring. 

The System needs to better manage its mterest rate risk.2 Interest rate 
risk occurs because the System does not match the repricing of its debt 
with the repricing of its loans. The System borrows funds to finance its 
loans at rates which are fixed until the issuance matures. Although it 
prices loans based primarily on the average cost of its debt, the System 
makes the vast majority of its loans at interest rates which can be 

2The fahre of either the System or IXA to more effectwely manage mterest rate nsk IS explored III 
depth m our most recent report (GAO/GGD-86-ISOBR, Sept l&1986) 
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adjusted monthly (variable rate loans). The System thus has exposed 
itself to a significant interest rate risk because, for competitive reason 
it has not been able to pass all of its historical borrowing costs on to it 
borrowers. 

When the System makes variable rate loans, it must ensure that the bc 
rowings to fund those loans can be repriced at roughly the same fre- 
quency as the rates charged on the loans. When it loans long on a fixe 
rate basis, it should borrow long with fixed-rate bonds and impose pn 
payment penalties on the loans. We would support an appropriate ass 
liability management program that matched as closely as possible the 
frequency with which the System reprices its assets and liabilities. On 
page 5 of our 1986 report, footnoted previously, we recommended tha 
FCA direct the System banks to collectively develop and implement a 
plan to reduce interest rate exposure. 

The System recognizes the need to better manage interest ra:e risk. In 
March 1986, the Funding Corporation proposed to System bank presi- 
dents that the System explicitly define the repricing periods for its lo; 
and move to a market-indexed method of pricing its assets. The F’undi 
Corporation also suggested they adopt a funding strategy embracing 
“Commitment to a consistent program of issuance that concentrates o 
short-term debt repricing. . . .” 

Managing interest rate risk is one of the five objectives specified by tl 
System in its May 1986 Strategic and Business Plan. The Funding Car, 
ration is currently drafting the asset/liability management guidelines 
which System banks will use to accomplish this objective. The draft 
guidelines, however, still leave complete control over such liability 
choices as the terms and amounts of debt with the banks. While the 
System has traditionally maintained autonomous bank structures, 
greater centralized oversight and accountability may be necessary to 
ensure that interest rate risk is successfully managed. 

Adequate Reserves 
Needed to Offset 
Potential Losses 

To remain a financially viable lender, the System needs enough earnec 
surplus (previously earned profits) to provide the reserves to cover t.l 
increasing loss potential in its loan portfolio However, given the cum 
financial condition of its borrowers in today’s depressed agricultural 
environment, the System is not only unable to earn a profit, but also 
must dissipate its previously earned profits by creating a huge reserv 
for potential loan write-offs. As the quality of its loans deteriorates, t 
System must dig ever deeper into its surplus. 
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Considerable concern exists about the adequacy of the System’s capital. 
Total System capital, including surplus, declined by 29.3 percent to $8.4 
billion at December 31, 1985, from $11.8 billion at the prior year end. By 
December 31, 1986, it was down to $5.6 billion. Furthermore, the 
System’s surplus at December 3 1 had declined to under $1.5 billion, 
compared to $3.4 bullion at December 31, 1985. When the surplus 1s 
depleted, any additional deterioration in the System’s loan portfolio will 
require a diminution in the value of capital stock (capital rmpairment). 
The stock represents member/borrower ownership and its purchase 1s a 
legal requirement for borrowing from the System. To prevent capital 
impairment, the System, Congress, and FCA have imtlated many actions. 

Intrasystem Financial 
Assistance 

System banks have entered mto various contractual loss sharmg/capltal 
preservation agreements, which require that available resources be 
employed to deal with financial stress. Essentially, these agreements 
require financially secure banks and associations to assist those inaiffi- 
culty by providing dn-ect grants and purchasing high risk assets (nonac- 
crual loans and other property). Thus, any bank which experiences net 
losses severe enough to impair member stock can look to its sister instl- 
tutions for assistance. 

During 1985 and the first quarter of 1986, various fmancial assistance 
agreements were used to assist financially troubled System banks and 
associations. For example, at December 31, 1985, the FLB capital preser- 
vation agreement was activated to provide the Omaha Land Bank with 
$177 million. Also, System banks provided financial assistance to the 
Spokane and Omaha FICBS involving direct grants totaling $101.8 million 
and the purchase of approxunately $275 million of high risk assets. As 
part of these assistance plans, a Capital Corporation was established m 
June 1985 to administer the agreements and to purchase, manage, and 
liquidate the high risk assets. The Corporation was rechartered as a 
result of the Farm Credit Amendments Act of 1985. 

PCAS in several other districts also expenenced severe financial stress. 
Their FICBS generally provided them such forms of financial assistance 
as direct grants, forgiveness of debt, restructuring of loans, and 
purchases of or participation in high risk assets. 

Capital preservation agreements were again activated at March 31 and 
June 30, 1986. The March 31 activation was to prevent capital lmpau= 
ment in the Omaha and Wichita FLBS. Ten FLBS accrued financial assrs- 
tance totaling $73.7 million. The accrued assistance will be paid as the 
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Omaha and Wichita Land Banks charge off loans for which allowance 
for loan losses have been established. Cash payments to the Omaha 
Land Bank totaling $63 million were made by the contributing F’LBS in 
April 1986 based on charge-offs taken during the first quarter of 198( 
The June 30 activation was to prevent capital stock impairments in tl 
amount of $442 million in the Wichita, Omaha, Jackson (Miss.), and L 
isville Land Banks. 

Congressional Actions 
Regarding System Capital 

Under the Farm Credit Amendments Act of 1985, the Farm Credit 
System Capital Corporation was rechartered as a successor to the 
existing Capital Corporation, with authority to allocate financial 
resources among System entities and to acquire and service qualified 
nonearning assets from financially stressed System entities. Financial 
able System banks will fund the Capital Corporation’s operating 
expenses and asset acquisitions. The 1985 Amendments alsOauthoriz 
the U.S. Treasury to make funds available to the System, through the 
Capital Corporation, after the System’s surplus has been substantiall: 
used--subJect to recommendation by FCA, approval by the Secretary ( 
the Treasury, and advance appropriation by Congress. 

The amendments envision that the Capital Corporation will help ensu 
the System’s continued viability by (1) mobilizing and using available 
System capital and reserves to assist ailing entities; (2) purchasing nc 
earning assets from System entities and restructuring, collecting, 
administering, and disposing of such assets; (3) providing technical 
assistance to System entities in connection with the administration of 
their loan portfolios, including the restructuring of loans to their bor- 
rowers; and if necessary, (4) receiving and administering any federal 
financial assistance that may be provided. 

In October 1986, Congress passed the Farm Credit Act Amendments. 
Essentially, this legislation allows the System rather than its regulata 
the Farm Credit Administration, to set lending rates and authorizes it 
capitalize certain expenses and amortize them over 20 years. In partic 
ular, this authority allows the System to capitalize interest expense 
Judged excessive under definitions established by the amendments an 
provisions for losses in excess of one-half of 1 percent of loans 
outstanding. 

On October 6,1986, we informed the Chairman, House Committee on 
Agriculture, that we had serious reservations about allowing the Sysl 
to disregard generally accepted accounting principles. We said this co 
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result in inadequate disclosure of the System’s financial position. We 
estimated that the accounting changes allowed by the legislation could 
overstate earnings by $5 billion or more over the next 30 months. 

More Importantly, we wrote that this legislation could impede the speed 
of reforms to the management practices and operations of the Farm 
Credit System that were contemplated by Congress when the 1985 
amendments to the Farm Credit Act were enacted into law just 9 months 
ago. In addition to putting the System on a solid basis of financial 
accounting, the amendments were designed to achieve desperately 
needed reforms to credit evaluation and approval procedures. In effect, 
the legislation may turn the clock back to the earlier era of undisciplined 
accounting practices and loose credit analysis and approval. 

These amendments may have short-term salutary effects on the appear- 
ance of the System’s financial condition but may mask realistic por- 
trayals of its long-term viability. Reliance on legislatively sanctio6d 
regulatory accountmg in the thrift industry has taught us all too well 
that these short-term benefits may be far outweighed by the long-term 
costs of failing to deal with financial problems in a direct and forceful 
manner. 

FCA Efforts to Ensure 
Capital Adequacy 

FCA has proposed regulations prescribing capital adequacy standards 
and minimum capital levels for system institutions. The regulations also 
prescribe the responsibilities of Boards and management of each System 
institution for maintaining adequate capital. 

In addition, FCA issued related regulations concernmg the organization 
and operations of the Capital Corporation. A purpose of these regula- 
tions is to ensure that available System capital and reserves are com- 
mitted as needed to the Capital Corporation. The 1985 Act directed FCA 
to establish criteria which would (1) provide for an equitable sharing of 
the burden among System institutions, (2) ensure that the financial posi- 
tions of institutions providing funds are mamtained so that reasonable 
and competitive credit continues to be available to System borrowers, 
and (3) ensure that each bank is able to borrow and repay funds in the 
public financial markets. 

FCA’S regulations pertaining to the operation and governance of the Cap- 
ital Corporation drew a strong reaction from the System. The principal 
concerns raised included: 
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“(A) Excessive mvolvement of FCA in the management of Capital Corporation ar 
System business operations that is inconsistent with FCA’s new posture as an arr 
length regulator; 

(B) Numerous efforts by FCA to inhibit normal relations between the Capital Cor 
ration and other System institutions and the Implied suggestlon that the Capital 
Corporation will assume an adversarial posture vis-a-vis other System mstitutloi 

The System, in its May 1986 Strategic and Business Plan, calls for the 
Capital Corporation to “develop and obtain system input and agreemc 
on the Capital Corporation’s mission in accomplishing appropriate 
actions regarding troubled accounts and acquired property.” 

The Corporation is in its infancy and its relationship with the rest of’ 
System is still evolving. We believe it is imperative that they develop 
effective working relationship to meet the challenges confrontmg the 
System. 

To preserve the System’s capital until its regulations are implementer 
and the new Capital Corporation is functioning, FCA issued in Februar 
1986 Capital Directive No. 1. Essentially, the directive prohibits bank 
and assoclatlons from takmg any action outside the normal course of 
business that has the effect of dissipating the institution’s existing ca 
ltal resources, decreasing its revenues, or otherwise diminishing its 
capacity to provide financial assistance to other System mstitutions, 
unless such action is specifically approved by FCA. For example, it pla 
restrictions on paying dividends and repurchasing any unmatured de 
instruments. It also effectively froze the interest rates charged bor- 
rowers by rescmding FCA’S prior approval authority to change mteres 
rates. However, the Farm Credit Act Amendments of 1986 remove FC 
authority to approve interest rates, thereby superseding that portion 
Capital Directive No. 1. 

Lawsuits Hampering 
Capital Corporation 
Operations 

Numerous legal actions have been initiated by System banks and 
associations challenging the constitutionality of certam portions of th 
1985 Amendments and contesting on several grounds the F’CA’S Capit 
Corporation assessment regulations implementing those amendments 
one such case, the U.S. District Court for the District of Massachusett 
ruled in February 198’7 that FCA’S regulations and assessments made 
under the 1985 Amendments are invalid. The Court permanently 
eryoined the Capital Corporation from assessing System institutions c 
taking other action pursuant to such regulations. 
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The Funding Corporation said that in a similar action, another U.S. Dis- 
trict Court has issued a permanent injunction precluding the Capital 
Corporation from assessing the three plamtiff PCAS. In a related matter, 
FCA has been preliminarily enjoined from unilaterally ordering the 
transfer of funds from the Texas District’s FLB and two FLBAS and the 
FICB and seven PCAS, pursuant to a regulation issued prior to enactment 
of the 1985 Amendments. 

In addition, the Funding Corporation said that a recent lawsuit by insti- 
tutions which had been assessed by and had remitted payments to the 
Capital Corporation seeks to enjoin the Corporation from disbursing the 
amounts paid and to obtain a refund of such amounts. Further, several 
financially healthy System banks which were contributors under the 
capital preservation agreements have filed legal actions challenging FCA 
regulations which precluded the banks from reversing their 1986 third 
quarter capital preservation accruals. Conversely, two banks receiv&g 
assistance under the agreements have initiated litigation seeking to pre- 
clude any reversal of these third quarter capital preservation accruals. 
As of late February 1987, the courts had not ruled on these and other 
cases. Once decisions are rendered, they may be appealed by FC4, the 
Capital Corporation, and System banks and associations. 

While the eventual outcome of these claims is uncertain, they could sig- 
nificantly affect the authorities and roles of the Capital Corporation and 
FCA as provided in the 1985 Amendments and could also result in the 
capital stock impairment of some financially weak banks and associa- 
tions. For example, if the Capital Corporation is unable to assess finan- 
cially healthy System institutions to provide assistance to weaker ones, 
or if there are any reversals of or refusals to pay accrued financial assis- 
tance under the capital preservation agreements, then the capital stock 
of some System institutions may be impaired. Regardless of the outcome 
of the claims, the fact remains that, pursuant to the Farm Credit Act of 
1971, all 37 Farm Credit Banks are jomtly and severally liable on all 
Systemwide bonds and discount notes. 
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“Farmers, and even lenders, should guard agamst overoptlmlsm and possible ov 
extension of credit ” 
FCA Agricultural and Credit 
Outlook ‘81 

“Overall, loan portfolios of the Farm Credit System mstltutlons experienced slgl 
cant deterioration in credit quality m 1985, acceleratmg the downward trend wi 
had begun during recent years ” 
1985 Report to Investors of the 
Farm Credit System 

The quality of major portions of the System’s loan portfolio has sign1 
cantly declined in recent years, leaving managers with a higher per- 
centage of difficult loans to administer. Moreover, several entities ha 
a role in establishing credit policy and managing operations, and thej 
must deal with numerous credit management problems that have con 
tributed to the System’s stress. The System is revismg several aspect 
its credit management, but implementing effective credit and review 
standards remains an important challenge made more difficult by tht 
lack of centralized authority. 

Overview of the Credit The System’s objective is to furnish American farmers, ranchers, and 

Process 
other eligible borrowers with sound, adequate, and constructive cred 
The Farm Credit Act of 1971, as amended, sets forth the loan pohcie: 
that guide System credit operations. 

The 1971 Act also divided responsibility for maintaining a credit sys 
responsive to borrower needs among the System’s institutions and th 
FCA. The associations carry out the more direct operational credit act 
ties, including making the initial lending decision and conducting 
ongoing credit administration. District banks monitor credit activitie: 
which include credit review and audit. FCA examines and regulates bc 
the banks and associations. Table 4.1 shows the elements of credit 
administration at the bank and association levels. 

Individuals apply for loans through the local FIBAS or PCU. The assoc 
tion conducts the credit review, repayment and equity analysis, and 1 
lateral appraisal and then decides whether or not to extend a loan. 
Associations also service their loans. This involves on-site inspection 
emphasizing crops, livestock, management ability, marketing, and so 
The credit staff classifies loans according to risk level and mcreases 
their servicing activities for lower quality loans. 
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The district banks are responsible for adopting lending standards for the 
extension and administration of sound and constructive credit. They 
must design policies and procedures for controlling and reviewing asso- 
ciation credit operations. District banks also review and audit associa- 
tion credit quality, credit administration, and appraisal performance to 
determine the overall risk in the loan portfolio, estimate losses, and doc- 
ument weaknesses. 

FCA oversees district bank management of the scope and quality of credit 
services, lending risks, and the adequacy of bank and association gen- 
eral operations and internal controls. This includes the banks’ supervi- 
sion of the land bank and production credit associations. The Farm 
Credit Amendments Act of 1985 requires FCA to examine all system 
mstltutions at least once each year. 
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Table 4.1: District Bank and Association 
Credit Operations Association Responsibilitiesa 

I Maklna Credit Decisions 

A Analyze the Purpose of the Loan 
Review Loan Request and Borrowing Reason 

Check Applicant Ellglblllty 

Analvze Business Structure 

B Analyze the Borrower’s Credit 

Business Review 

Management Review 

Analvsls of Financial Statements 
Arlalysls of Cash Flow and Profit Prelections 

Collateral Requirements 

C Structure the Loan 

Risk Analvsls 

Loan Neaotiation 

Loan Declslon/Recommendation 

Loan Closing 
II Admlnlstenna Credit 

A Loan Servlclna 
B Loan Classification and Reporting 

C Collection 

District Bank Responsibilities 
I Managing Credit Risk 

A Loan Pncing 

B Lendina Deleaatlon 

C Portfolio Concentration 

D Loan Participations 

II Reviewing and Auditing Credit 
A Review Credit Qualitv 

B Review Credit Admlnlstratlon 

C Review Appraisal Performance 

D Conduct Internal Credit Review 

aPCAs lend directly to borrowers whereas FLEAS act as agents and servicers of FLB loans This flgc 
shows a general descnption of the division of responslblllties between either type of association ant 
dlstrlct banks 

Prior to passage of the Farm Credit Act Amendments of 1986, FU he1 
the authority to approve the interest rates banks and associations 
charged their borrowers. The 1986 Act removed this authority; how- 
ever, FCA will continue to review the impact of proposed lending rate 

Page 54 GAO/GGD-g7-51 Farm Credit Management h 



Section 4 
Maintaining an Effective Credit Management 
Procesa Under Stress 

changes on the bank’s financial position. This review focuses on the fea- 
sibility of the bank’s assumptions and on the proJected changes in net 
income, earned surplus, and capital adequacy. 

Improving Credit 
Operations 

System management recognizes the necessity of improving credit opera- 
tions. Three indicators suggest the magnitude of this challenge. First, as 
the agricultural economy eroded over the past several years, the quality 
of major portions of the System’s loan portfolio decreased. Second, spe- 
cialists reviewing the System’s credit administration found numerous 
deficiencies in both bank and association operations. Finally, System 
banks and associations are experiencing high turnover among their 
credit staffs. Thus, management must improve their credit operations 
using either a significantly reduced or relatively new staff. 

Loan Quality Has Declined Loan quality in both the FLBS and FICB/PCAS deteriorated in 1985 relative 
to 1984 while improving in the Banks for Cooperatives. June 30, 1986, 
figures show a continuation of this trend. 

The deterioration in the land banks in 1985 was substantial. The percent 
of acceptable loans for the combined FLB system was 88.4 percent on 
December 31, 1984, but only 81.4 percent at the end of 1985 and 79.9 
percent at June 1986. During 1986, nonaccrual loans as a percent of 
total assets tripled to nearly 7 percent, and acquired property increased 
from 0.6 to 1.6 percent of total assets. In the first 6 months of 1986, 
nonaccrual loans increased to 12.0 percent and acquired property to 2.2 
percent of total assets. 

The decline in quality of the loan portfolio in the FICB/FCA system was 
less severe during 1985 than in the FLB system. The percent of accept- 
able loans declined from 71 percent in 1984 to 67.6 percent in 1985 and 
67.3 percent at June 1986. During 1985, when measured as a percent of 
FTCB assets, nonaccrual loans increased from 3.3 to 5.9 percent, and 
acquired property rose from 0.9 to 1.4 percent. As of June 1986, nonac- 
crual loans increased to 7.2 percent, although acquired property 
decreased to 1.3 percent of FICB assets. 

In the ES, credit quality improved between December 1984 and June 
1986. The percent of acceptable loans increased from 79.2 percent at the 
end of 1984 to 82.5 percent at the end of 1985 and 83.9 percent at June 
1986. However, nonaccrual loans and acquired property increased 
slightly, although both totaled only about 0.75 percent of total assets at 
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June 1986. Appendix I summarizes selected data on loan quality and 
acquired property for each bank and district as of June 30, 1986. 

Credit Operations Criticized The System’s external auditor reviewed bank and association credit 
operations m 1985 and identified several problems requiring the atte, 
tlon of bank management. These problems occur throughout credit 01 
atlons, beginnmg with the associations’ initial credit analyses and 
extending through the district banks’ reviews of association operatlol 
The auditor found, for instance, that association credit personnel nee 
to reemphasize their analysis of the borrower’s repayment capacity a 
to maintam current financial information on borrowers. Banks need t 
institute and nnprove continual training for both their own and their 
associations’ credit staffs. The banks also need to expand the scope, 1 
quency, and extent of their association credit reviews. 

In some districts, credit practices such as these created an environme 
that promoted loan volume rather than loan quality. Table 4.2 illus- 
trates the areas of the auditor’s findings. System management concur 
with these findings, has Implemented some, and 1s attempting to imp1 
ment the remaining recommendations. 

In addition, FCA and the Capital Corporation critiqued bank credit pn 
tices. FCA reports their findings to each district’s Board of Directors 
annually. The Capital Corporation conducted special credit reviews a 
certain districts. FCA’S and the Capital Corporation’s findings rephcat 
many of those shown in table 4.2. We did not include those findings 
here, however, because they were specific to the particular banks 
studied. 
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able 4.2: Findings of Credit Reviews: 
listrict Bank and Association Credit 
lperations (FIndings Indicated by -) 

Association Operations 
I Maklng Credit Decisions 

A Analvzina the Purpose Of The Loan 

6 Analvze the Borrower’s Credtt 

-more emphasis needed on borrower’s repayment capacity 

-PCAs should reevaluate and Improve process of collateral appraisals and 
assessments of recovenes FLB appraisals should be more forward-looking in 
estimatmq reasonably foreseeable declines in value 

C Structure the Loan 

II Administering Credit 

-current financial data on borrower repavment capacitv lackina on FLB-FLBA loans 

-PCAs need to improve quality and utilization of current financial data in loan files 

A Loan Servicing 
-common FLB-FLBA and FICB-PCA borrowers should be identified and common data 

bases maintained in order to improve overall loan serviclna decisions 

B Loan Classification and Reporting - 
-present loan classification system needs to be reevaluated to give more 

consideration to undercollateralized and DaSt-due loans 

C Collection 

-problem loan collection, foreclosure and delinquency identification and response 
procedures should be improved 

-adequate stafftng, especially In the areas of specialized lending, loan work-out 
departments, credit review functions, and appraisal should be maintained 

District Bank Credit Ooerations 
I Manaalna Credit Risk 

A Loan Pricing 

B Lending Delegation 

-formal continuing education and “quick response” training should be instituted or 
improved for loan officers, credit operations and review personnel, and association 
officials 

C Portfolio Concentration 

D Loan Participations 

II Credit Review and Audit 

A Review Credit Quality 

-scope, frequency, and extent of credit reviews should be expanded 

-procedures, scope ]ustlflcatlon, selection methodology, and reasons supporting loan 
classlfrcations, etc , should be documented clearly 

-present loan classification system needs to be reevaluated to give more 
consideration to undercollateralized and past-due loans 

--Improve certain techntcal “audit” procedures employed in the credit quality review 
nrocess 

-formalize comprehensive association review reporting and exit conferences at the 
associations and aenerallv improve the association evaluation process 
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B Review Credit Admlnlstratlon 

C Review Appraisal Performance 

-appraisals and appraisal review documentation should be improved and 
standardized 

D Conduct Internal Credit Review 

Other comments 

-The Boards of the System’s entities should adopt the national credit and review 
standards in early 1986 

-Banks should establish separate departments or functions to handle the increasinc 
levels of acauired orooertv 

High Turnover Among 
Credit Staff 

Many highly qualified loan officers are leaving the System, and manal 
ment is finding it difficult to replace them. The available data indicate 
voluntary turnover of nearly 20 percent of all association loan officer; 
in 1985. The high rate of employee attrition is not limited to districts 
experiencing particular stress. In the Baltimore district, for example, 
turnover among district credit staff doubled from 8 percent in 1983 tc 
16 percent by 1985. Some associations lost more than half of their cre 
staff between 1981 and 1985. 

The System’s credit personnel are leaving for numerous reasons. 
According to the System’s independent auditor and System officials, 
some have left because of increased job stress and the System’s con- 
tinued deterioration. Others left believing that they may no longer be 
needed once FYX begins examining all associations. Compensation may 
also be an issue. In the Baltimore district, for example, a 1985 salary 
survey revealed that the average salary paid its loan officers tended I 
be well below that paid by other financial employers in the area, and 
about 16 percent less than other Farm Credit districts. 

New Developments in In response to its deteriorating condition and the findings from intern 

the Credit Process 
and external reviews, the System is attempting to make significant 
changes in its credit practices. First, System banks now offer differen 
tial variable- and fixed-rate credit programs and are beginning to obt; 
current financial information on FLBA borrowers. Second, the FXXA ha 
started a program to improve loan officer competency and the mtegri 
of internal credit reviews, issued national standards for credit opera- 
tions, and issued guidelines for restructuring troubled debt. The 1986 
Amendments removed FCA'S approval authority over the lending rate! 
offered by System banks. 
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FCCA’S credit and review standards are Wended to unpose a greater level 
of consistency on all system bank lending and review practices. FCXX 
cites the System’s adoption and planned implementation of the credit 
standards as a key bank and assoclatlon strategy to help assess, 
manage, and control credit and risk. However, FCCA lacks the direct 
authority needed to insure compliance with its standards. Thus, 
although approved by all district bank presidents and boards of direc- 
tors, their implementation by association credit personnel represents a 
major challenge. 

Similarly, FWA’S guidelines on restructuring troubled debt are Wended 
to bring a greater level of consistency to all banks’ handling of troubled 
debt. These guidelines, which were approved by all district boards of 
directors, are discussed m greater detail m section 5, because of their 
impact on member/borrower relations. 

System and FGA officials publicly disagreed over the issue of who should 
determine lending rates. System officials contended that FYI’S refusal to 
approve decreases m lending rates prevented System banks from being 
more competitive. On the other hand, FCA maintained that its concern 
about lowering rates stems from its responsiblhty to safeguard the ade- 
quacy of System capital. 

The Farm Credit Act Amendments of 1986 resolve this disagreement. 
They remove FCA’S approval authority over the interest rates charged by 
System institutions. However, they also prevent System banks from 
charging a rate below competitive market rates for similar loans from 
private lenders to borrowers of equivalent creditworthiness. 
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“Our dally declslons must be geared toward building a long-lastmg, financially 
sound customer base which we can serve today and in the years ahead ” 
1985 Annual Report of the Farm Credit Banks 
of St. LOUIS 

“The System’s investors will demand accurate and timely fmanclal mformatic 
on an institutional, district and systemwide basis ” 
Farm Credit System Strategic and Business 
Plan - May 1986 

Retaining member/borrower and investor support for the System dur 
this period of stress represents an important management challenge. 1 
the System cannot mamtam a creditworthy customer base, it could ub 
mately fail, with or without federal assistance. Likemse, if investors 
lose confidence m the System’s ability to manage its affairs, mcludmg 
relationship with the federal government, they will no longer provide 
funds at a reasonable price. 

Retaining Member/ 
Borrower Support 

The System’s financial stress has mtroduced two sensitive issues whit 
will affect member/borrower support-the use of debt restructurmg 
techniques to address individual member/borrower credit problems a 
the disposition of property acquired through foreclosure. 

Using Debt Restructuring 
Techniques to Relieve 
Stress 

In early 1986, System officials approved guidelines and defmitions fo 
two debt restructuring techniques-forbearance and troubled debt 
restructuring. Forbearance is the act of a creditor who refrains from 
enforcing contractual obligations, rights, or claims against borrowers 
when a debt falls due. Troubled debt restructunng occurs when the 
lender grants a concession to the debtor that the lender would not otl- 
wise consider. The difference between the two is that a lender using f 
bearance eventually expects to receive all that was agreed to m the 
original contract, while a lender restructuring a loan agrees to receive 
less than the original loan agreement. 

The guidelines call for using either forbearance or troubled debt restr 
turing as preferred alternatives to foreclosure. The guidelines say tlx 
System banks, on a case-by-case basis, should use debt restructuring 
when the following three conditions occur: 

. The borrower had acted in good faith to manage his business affairs ; 
had been cooperative with the banks or association. 
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l The borrower could present a plan with reasonable assumptions 
showing a high probability of returning to financial viability as a result 
of restructuring. 

. The restructuring alternative chosen will minimize any loss to the bank 
or association and other borrower/stockholders. 

The ObJectives of the guidelines are to generate the greatest return of 
principal and interest to the System while protecting the interest of 
other stockholders and to standardize key definitions which differen- 
tiate between normal forbearance and troubled debt restructuring to 
encourage consistency in application. 

Addressing member/borrower problems in its 1986 Agricultural Out- 
look, FCA said that no affordable federal financial assistance program 
will be able to prevent many borrowers from being forced to liquidate 
some assets or go completely out of business. Within this environment, 
the report noted one member/borrower implication that may be a 
“sleeper” for the System-forbearance. Examples of forbearance 
include reschedulmg of principal and interest payments, change of 
installment dates, and renewal of unpaid principal and interest. 

Noting that forbearance will be a “delicate issue in the period ahead,” 
the report said that the desire to keep a person in business must be bal- 
anced against the risks that the borrower will lose most of his or her 
equity if economic conditions continue to deteriorate. The report also 
pointed out that there is a risk that System banks will sustain additional 
loan losses from forbearance, which can threaten the financial viability 
of the institution if a large number of accounts are involved. 

The report concluded by warning that the System’s actions may not 
meet borrower expectations. It said that borrowers perceive that the 
System will have access to an unlimited line of low- or no-cost credit. As 
a result, borrowers will expect the System to respond to their needs for 
forbearance. However, forbearance will not be easy to implement 
because the growth in nonperforming assets and the sharp drop in net 
earnings will constrain the System’s ability to help troubled borrowers, 
particularly in the immediate future. 

As an alternative to applying forbearance, System banks could restruc- 
ture the borrower’s troubled debt. Examples of debt restructuring 
include modifying the terms of a debt by reducing the stated interest 
rate for a period of years, extending the maturity date at an interest 
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rate lower than the current market rate, reducing the principal amour 
of the debt, and reducing the accrued interest. 

Restructunng troubled debt will present System officials with both ma 
agerial and financial challenges. The guidelines on restructuring 
troubled debt provide that each district should establish one main foe 
point or specialized unit to administer debt restructuring. Banks may 
need to hire additional staff for this unit, causing operating costs to 
increase. Each district should also develop a system to follow up and 
supervise completed debt restructuring actions to ascertain the effec- 
tiveness of its program. In addition, restructuring troubled debt will 
increase each bank’s financial stress because a loan that has been 
restructured returns less than originally agreed upon. Consequently, 
because many banks are already experiencing severe financial stress, 
their ability to restructure may be limited. 

Managing Acquired 
Property 

The System now owns substantial acquired property which represent 
the remaining assets after all efforts to administer forbearance and 
troubled debt restructuring have been made. Property owned by the 
System has risen dramatically from $605 million as of December 3 1, 
1984, to over $1.1 billion as of December 31, 1986. As noted in the Fa 
Credit Banks of St. Louis 1985 Annual Report, acquired properties po 
a “special concern”: 

“Holding property 1s a heavy financial burden, and selling the property back ant. 
an already depressed market must be carefully managed or It could drive farmlal 
values even lower ” 

According to System guidelines, implementing an effective acquired 
property program requires: (1) establishing clear lines of program 
authority and responsibilities, (2) developing and maintaining an info 
mation system on all acquired property to allow management to contr 
assets and monitor program performance, (3) developing and main- 
taining information on potential customers, and (4) training employe 
on how to market acquired property aggressively while projecting a I 
itive System image. 

In a March 1986 letter, the System’s external auditor assessed the 
System’s acquired property management and recommended that ban1 
should (1) establish a separate operating department for handling 
acquired property, (2) provide employees with additional training, x 
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(3) consider establishing comprehensive automated information systems 
to account for acquired property. 

System banks are making progress in addressing these recommenda- 
tions. A May 1986 status report by the President of the Funding Corpo- 
ration to the System Finance Subcommittee noted that the effort to 
establish a standardized automated accounting system for acquired 
property has been hampered by a lack of standard automated equip- 
ment and systems among the districts. However, the System has subse- 
quently informed us that its districts have established separate 
departments to handle acquired property. 

The Farm Credit System’s 1986 Strategic and Business Plan also con- 
tains objectives concerning member/borrower issues including working 
with troubled accounts and attractmg and retaining quality customers. 
Each objective is supported by a set of Systemwide and individual bank 
and association strategies scheduled to be completed in calendar year 
1986, but their effective implementation remains a key issue. The objec- 
tives include: 

Establishing a Systemwide data system to allow FCCA to monitor compli- 
ance with loan restructuring and acquired property guidelines. 
Initiating programs to identify and personally contact potential high 
quality customers. 
Establishing programs to “mend fences” with borrowers and brmg back 
customers who have left the system. 
Encouraging each bank to review and evaluate existing human 
resources programs, including training programs. 

Because the System lacks centralized and accountable management, it 
may not be able to ensure that its entities implement the Systemwide 
objectives. 

laintaining Investor 
UPPOrt 

Maintaining the System’s ability to raise needed funds at reasonable 
prices in the investment market remains an essential System need. 
Investor confidence historically has been influenced by government 
actions and access to timely and accurate information on the System’s 
financial condition. These factors will continue to influence future 
investor actions. 

Page 63 GAO/GGDMdl Farm Credit Management Issuea 



section 5 
Retaining Member/Borrower and Investor 
Support Lhuing a Period of Fiuancial Stress 

The Farm Credit System 
Obtains Funds in the 
“Agency Market” 

The Farm Credit System is part of a group of privately owned federal 
mstrumentalities called government-sponsored enterprises (GSE). GSES 
were established and accorded favored regulatory treatment to increa 
access to the capital market for specific economic sectors-including 
agriculture-thought to be inadequately served by fully private lende 
Table 5.1 illustrates the nature of this favored regulatory treatment. 

Table 5.1: Benefits Enioved bv GSEs 

Federal Federal 
Farm Credit Home Loan Home Loan 

Stud 
Federal 

National Mark:; 
Type of Benefit 
Line of Credit at Treasury 

ExemptIon of corporate earnings from Federal income 

Exemption of interest income of Investors from State and 
local income taxes 

Eligibility for Federal Reserve open market purchases 

Equal Standing with Treasury debt as Investments for most 
banks 

System Bank Mrtg. Corp Mrtg. Assn A’ 
Yes Yes Yesa Yes 

Yesb Yes No No 

Yes Yes No Nii 
Yes Yes Yes Yes 

Yes Yes Yes Yes 
Ex;n$on from SEC registration and various State banklng 

EliqibW as collateral for Dubtic deoosits 
Yes 

Yes 

Yes 

Yes 

Yes 

Yes 
Yes 

Yes 

%dlrect line of credit through the FHLBs 

bFLBs, FICBs, and FLEAS 

Although these “special arrangements” do not mclude an explicit gua 
antee by the federal government, they are still significant enough to 
make the investment mstruments of GSES particularly attractive. One 
such indication is the low interest rates GSES pay for their debt when 
compared to other private enterprises. For example, for comparable 
maturities during calendar year 1985, A-Rated corporate bonds sold f 
between 2 and 3 percent above Treasury rates, while most GSE bonds 
consistently sold for less than one-half percent above Treasury rates. 

The System actively participates m the agency market. Its 1986 
Financing Calendar calls for 20 bond offerings-12 6-month offering 
and 8 term offerings (maturity lengths are based on the banks’ needs 
In addition, discount notes are offered daily. System financings have 
risen from $51.8 billion in 1978 to $89.6 billion in 1985. 

System securities are structured to attract a wide range of mvestors- 
commercial banks, insurance companies, state and local governments 
fiduciary accounts (pension funds, etc.), and thrift institutions. These 
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mstitutlons have significant liquidity management and fiduciary chal- 
lenges (unexpected deposit flows or loan demands, unpredictable cash 
outflows, etc.) that the System’s securities mix-discount notes and 
short maturity bonds- can help manage. The System estimates that typ- 
ically 46 percent of its securities are purchased by commercial banks, 22 
percent by state and local governments, 10 percent by thrift institutions, 
2 percent by pension funds, and the rest by other investors. 

System securities are marketed by the Fundmg Corporation through its 
Sellmg Group, which is made up of 144 dealers (86 bank dealers and 58 
nonbank dealers). Selling Group members provide pricing estimates for 
each issuance, nutially distribute allotments of each System issuance to 
investors, and provide a “viable secondary market” for each series of 
System bonds. The Funding Corporation pays each Selling Group 
member a concession, normally $0.30 per $1,000 for 3-month securities, 
$0.50 per $1,000 for 6-month securities, $2.00 per $1,000 for 5-year- 
securities, increasing to $3.50 per $1,000 for 15-year securities. The con- 
cession on discount notes amounts to 5 basis pomts (one basis point 
equals one one-hundredth of a percent). 

Funding Corporation operations are reviewed annually by FCA and were 
reviewed in 1985 by the System’s independent auditor. In its 1985 
review, FCA concluded that the Funding Corporation 1s “satisfactorily 
managed from both an operational and a functional standpomt,” and 
that the management of the Selling Group “continue[s] to be handled 
effectively.” The independent auditor also found no significant prob- 
lems with the Funding Corporation’s financing operations. 

To obtain additional msights into Funding Corporation activities, we 
compared its 1985 operations to those of the Federal Home Loan Banks 
(FWLB), the only GSE whose securities have attributes identical to System 
securities. Our comparison is shown in table 5.2. 

‘able 5.2: Funding Operation 
Comparison - Farm Credit System vs. 
:HLBs 

1985 operations 
Gross debt 

-Bonds 
-Discount Notes 

Average maturity of debt issued 

Average interest rate of debt issued 

Funding operation expenses 

Concessions paid to dealers 

System FHLBs 

$25 4 bllhon $27 1 bllhon 
64 2 billion 26 3 billion 

1 yr 3 mos 2 yrs 11 mos 

890 9 49 

$4 1 million $4 9 million 

$23 6 million $48 1 mllhon 
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As shown above, the FHIBS paid considerably more in concessions thax 
the F’unding Corporation. One reason for this may be the longer matur 
ties of FHLB issuances. As noted earlier, concession rates are higher for 
longer maturities. 

System Securities’ Prices 
Fluctuate 

As a result of the depressed agricultural economy and the System’s 
financial problems, the issuance of its securities began to be adversely 
affected by late summer 1985. This was clearly demonstrated by the 
differential in pricing spreads (the difference between the price of a 
System security and the price of a comparable Treasury security) 
between the first and second half of the year. Through the July 22, 
1985, financing, the average pricing spread on total bond financing 
activity was 5 basis points, while for the balance of the year the aver2 
was 55. During the fall of 1985, the pricing spread rose to about 100 
basis points over Treasury issues for some System issuances 

One reason for the 1985 amendments was to restore investor confiden 
in the System’s debt and thus to lower the risk premium being require 
by the market. When investors became increasingly confident of legisl 
tive action in mid-December, these spreads narrowed to about 50 basi! 
points. To illustrate these fluctuations, figure 5.1 shows the weekly 
average spread between 6-month System bonds and comparable Trea- 
sury bills in the secondary market for the 51-week period May 8,198E 
through April 23,1986. As shown in figure 5.1, the spread at April 23 
1986, had dropped to the 30 to 40 basis point range. 

The five major System securities dealers and the bond rating service 
that we talked with all believed that the 1985 amendments were a 
needed reaffirmation of the government’s commitment to the System. 
However, four of these dealers and the rating service also believed th; 
the level of future prices paid by the System wilI reflect the market’s 
perception of how well the amendments are bemg implemented. In pa 
titular, the System’s relationship to the federal government will con- 
tinue to be monitored as the market assesses the willingness and abili 
of the government to extend support. 
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nvestment Co~unity Will Historically, the investment community’s perception of the System has 
:ontinue to Monitor System been shaped in part by the quality and timeliness of the System’s fman- 

‘inancial Information cial statements an’d the commumty’s perception of the strength of fed- 
eral support. Recognizing this, the System in 1985 engaged a certified 
public accounting firm to audit its financial statements, thereby 
increasing its efforts to disclose System financial information to the 
publ1c.l 

The System’s auditors recognized the need to provide investors accurate 
and timely mformation. In a March 1986 report on key findings 
resulting from their 1985 year-end exammation, the auditors provided a 
list of “matters requiring Systemwrde action.” The list included 

l developing and implementing an automated Systemwide financial 
system including standardized data bases and general ledger accounting 
software, 

‘We previously had recommended the use of external auditors 111 How the Farm Cr&t Adnumstra- 
tion Can Improve its Use of Audltmg (GAO-M-22, Jan 28, 1981) 
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l determining an appropriate quarterly allowance for loan losses based ( 
generally accepted accounting principles including recognizing charge- 
offs as soon as actual losses become known, 

. providing timely and reliable quarterly financial data to respond to 
increased public and regulatory pressure for information, and 

l preparing realistic forecasts of the System’s financial prospects to be 
used in evaluations by FCA and other government agencies. 

The System has made progress toward resolving these issues but more 
remains to be done. In a May 1986 memorandum, the President of the 
Funding Corporation provided a status report to the System Finance 
Committee on each of the auditor’s “matters requiring Systemwide 
action.” The memo stated that the implementation of the new fmancia 
reporting system has experienced delays due to staff shortages. 
Regarding the allowances for loan losses and quarterly financial infor- 
mation, he wrote: 

“The Banks are slow in recognizmg charge-offs and appear to be reluctant to mak 
adequate restoration to the allowance for loan losses after taking charge-offs Tht 
educational process on this SubJect must be continued through the Accounting Sta 
dards Committee and Price Waterhouse In some cases, it will be necessary for the 
System Finance Subcommittee to require corrective action on the part of some ind 
vidual banks ” 

Addressing the status of financial forecastmg in the System, he noted 
that the most recent System financml forecast “lacks credibility.” He 
believes additional management direction will be required if the fore- 
casts are to improve. 

Effectively implementing the initiatives supporting full and accurate 
disclosure of financial information to member/borrowers and investor 
remains an important management issue. More centralized and accoun 
able management with the authority to ensure implementation of the 
Systemwide initiatives by System entities may be necessary. Few thin 
would be more devastating to the potential recovery of the System, WI 
or without federal aid, than inaccurate or untimely financial data beu- 
released to customers and investors. 
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